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PREFACE TO THE EIGHTEENTH EDITION 


Since the publication of the first edition of this book, many 
changes have taken place in almost all branches of the theory 
of economics^' and two developments, one on the theory of 
Imperfect Competition, and the other, Keynes’s General Theory 
of Employment) Interest and Money, have led to the resurgence 
of new ideas. In particular, Keynes’s General Theory has 
exercised such a great influence on the growth of current eco-’ 
nomic thought that a “new economics” is assumed to have been 
evolved. The impact of these two developments will be evident 
in this edition. Tlie chapters on the Theory of Value have 
been entirely rewritten with quite a different emphasis. The 
Keynesian theory of employment with the extensions made by 
his followers has been analysed in a separate chapter, and the 
policy implications of that theory have also been discussed in 
oth,er chkpters^ In view of the continuous expansion in the 
ecofiomic activities of the state, we have decided to treat this 
all important subject in a separate chapter, where the economic 
implications of Planning have also been reviewed. Extensive 
changes have also been made in the chapters devoted to the study 
of Public Finance. 

Our thanks are /due to Sri J. N. Basu, who has worked hard 
to get the book out of the press in time. 


S. N. S. 
S. K. D. 



PREFACE TO THE FIRST EDITION 

f 

It is in the hope of providing an introduction to the 
elements of economic theory for the university students and the 
general readers that the book has been written. After the first 
war, countless monographs and technical articles in the various 
journals have extended the bounds of the economic science. 
This vast fund of research has not been integKited into the 
main body of the theory. The usual text-books deal only with 
the orthodox economic principles. Throughout this book, our 
purpose has to incorporate these extensions into the main body 
of the economic theory, merging the newer with the older 
doctrines. 

Such a task, we are painfully aware, bristles with difficulties. 
But we have always .tried to avoid the highly controversial 
issues. In our opinion, the treatment of such controversial 
topics in an introductory book like this will only lead to confu¬ 
sion among those for whom it is intended. So we have tried 
only to consolidate the older theories with the recent advances^ 
without complicating the study by the introduction of^techiycal 
controversies over the disputed points. We have not attempted 
to advocate or attack any particular school of economics. Our 
aim has always been to discuss in impartial terms\he main 
principles of economics and to make the science of economics 
comprehensive, and at the same time understandable. We do 
not claim to have mastered completely tlje researches in all 
branches of economic theory; neither do we claim any origina¬ 
lity for our treatment. Wherever possible, we have acknow¬ 
ledged our debts to the various authors in the foot notes. We 
should, however, like to emphasise our special indebtedness to 
the classical works of Marshall and Taussig, on which generations 
of Indian students have been brought up. 

Our thanks are due to Messrs. Profulla Nath Mukherje^ 
M.A., B.L., and Sailendra Nath Mukherjee, B.A., for readingJhe 
proofs. We are also grateful to Mir. S. C. GanguH, the proprietor 
of the Eastland Press for his great and unfailing patience. 

July, 1934. 

6. N. S.* 

S. K. D. ' 
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CHAPTER I 


DEFINITION AND OTHER ALLIED TOPICS 

Definition of Economics : Economics is a study of the 
economic pAblems of a people living in a community. This 
is of course a statement of the obvious. What are “economic” 
problems? fs the problem whether to marry the girl 
selected by one’s parents, or the girl of one’s choice ^gainst 
the opposition of the parents an economic one? Wliat 
about the problem of how to pass a loose evening? Is it 
an economic one?. There are innumerable problems which 
face us at every step in life. Which one of them is eco¬ 
nomy:, and \vllich is not? Are thtfre any special features 
marking out economic problems from non-economic ones? 
I’he problems which are economic in nature generally 
exhibit two characteristics. First, these arise from the fact 
thiit alf of us feel wants, including the ordinary physio¬ 
logical wants as well as the refined desires which arise as 
a consequence of our living in the complex civilisation of 
to-day. Economic problems are concerned with the satis¬ 
faction of these wants. Another important aspect of the 
economic problems arises from the fact that the things or 
the resources in men, materials or time, which are capable 
of satisfying our wants are unfortunately limited or scarce. 
Here it should be not^cf that the word “scarcity” is used in 
a special sens’e. Mere limitation in supply does not make 
a thing scarce in the economic sense. A commodity becomes 
scarce only when its supply is insuffit:icnt to satisfy the 
aggregate demand for it., On 'account of the scarcity of 
resources, men are foutjd to be engaged in various types of 
?Xtivities *witTi the ultimate aihi of gratifying their wants. 
The problem^ that centre round such activities are to be 
regarded ^s economic problems. To take an example, 
water is ^n essentizfl human need. Generally the satisfac- 
tiom of this want may not constitute a problem. In places 
by the side of a flowing river: the supply of water is 
unlimited iij relation to the demand. H^nce the, satisfaction 
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of this want docs not constitute a problem in those areas. 
But to a city;dweller, the supply of water Is no longer 
unlimited. It' has become scarce in relation to the hug» 
demand created by the existence of a large population. 
Hence the problem of satisfying this want .for water has 
become an economic one. Economics is, therefore, a study 
of "actions which make the satisfaction of wants possible.” 

Many classical writers defined the subjeef in another 
way. According to them economic activities are to be 
differentiated from other activities by the motive inspiring 
them.. Economic activities are those which are guided mainly 
by the motive of self-interest as distinguished from other 
motives like religious devotion, philanthropy, etc. Some 
among these writers interpreted their subject in such a way 
. as to give rise to the idea that the economists were not 
concerned with the activities of ordinary mc*n, but of •some 
"economic man”,* a nasty person whose sole aim in life was 
the calculation of monetary loss or gain. This view has long 
been abandoned by the economists. We st^idy J;he activities, 
not of soAie imaginary economic men, but of ordinary nien 
and women working under the impulse of a variety‘of 
motives. In fact, the motive behind the activities is no longer 
of any* concern to the economist. We are concerned only 
with those human activities which are undertaken for the 
purpose of satisfying our limitless wants by means of the 
limited resources at our disposal. • 

Some ancient'writers defined economics as the science 
of wealth. Adam Smith, the father,, of modern economic 
theory, defined economics as a subject which was concerned 
with "an enquiry^into the nature and causes of the Wealth 
of Nations.” This definition gave rise to serious misconcep¬ 
tions, especially at the haijds of jCarlyle, Ruskin, and other 
literary writers of the 19th century., The pppular meaning 
of wealth is riches or ah abundance of money, ^o it w?®. 


thought that economics V'as concerned only with the acquisi¬ 
tion of riches or money. As such, it was reg^irded as a 
‘ "dismal science”. BUS; these wjriters mis- 
Economics is the conceived the leal scope of economic studies. 

science of wealth. , i i i i 

. Jn Econhmics, the word wealth is used 

in a special sense., It refers, not to money, but to those 
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scarce goods and services which are used to satisfy the 
wants of the* people. Economics studies the various ways 
pt producing, ^changing and distributing these scarce 
goods and services in response to the wants of the people. 
Wealth is a i];ieans, not an end. We fix our attention on 
wealth because we want to study those human activities 
which centre round wealth. We are not concerned with 
wealth, buf with human activities. The emphasis has, 
therefore, been shifted from wealth to human activities. 
Economics is* still now regarded as the science of wealth. 
But it is “on the other, and more important side, a part of 
the study of man.” 

The original meaning of wealth was well-being or 
welfare. It was naturally argued that the purpose of our 
study is to further human welfare through an analysis of 
the activities 'that centre round Vealth. People desire 
wealth because it* will promote their welhbeing or welfare. 
Since wealth usually refers to the material means of satisfying 
human wants, s(^me writers have also defined economics as 
a «tudy of tfie causes of material welfare.^ • 

• This definition has been criticised in recent times by 
Prof. L. Robbins. According to him, the borderline 

between material and non-material* things 
study of the causes IS not always clearcut. , There arc many 
of material wel- things which satisfy our wants and which 

are scarce in supply. But these are not 
material in any sense. “The services of the opera-dancer 
are wealth. Economics deals with the pricing of these 
serviceji, equally with the pricing of the services of a cook.” 
But these*services are not “matefial” in any sense. Econo¬ 
mics is, therefore, concerned not onlyVith the “material” 
causes of welfare, but, also* with immaterial things. 
Prof. Robbins^ has algo criticised the connection that is 
sought to b*e established bet\Veeif economics and welfare. 
According to him, many economic,activities do not conduce 
to welfare. The activities concerning the manufacture and 
sale of alcoholic drinks are economic activities. These 
satisfy human wants, and are concerned with the production 


^ Cannan., Wealth, p. 17. 
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and distribution of scarce goods. But these activities do 
not promote human welfare on many occasions. Secondly, 
welfare cannot be quantitatively measured. Two persons^ , 
may be paying the same price for a commodity. But we 
cannot conclude from this fact that they dcyrive the same 
utility from the commodity, or that their welfare increases 
by the same amount. The first individual may be rich, while 
the .second may be poor. Money is not a satisfactory measure 
of welfare. So it is not possible to equate the welfare of 
the different classes of people. Lastly, this typb of “welfare” 
analysis implies a value judgment,—that welfare ought to 
be maximised. But economics is not concerned with ends. 

It should discuss what is, not what ought to be. It is neutral 
between different ends. 


Another definition*: According to Prof. Robbins, the 
main concern of the economist is neither with “matarial” 

Economic, Mudic, means, nor with “welfare”. “Economics is 
the implications of the Science which studies human behaviour 
scarcity. ^ relationship between, entjs and scarce 

means which have alternate uses.”® This definition starts 
from three basic postulates. First, men feel wants, and th^re 
is no limit to their wants. Second, the time and the means 
availabie to satisfy these wants are limited, or scarce. Last, 
these scarce resources can be utilised for alternative purposes. 
We can make either more butter or more guns. But we 
cannot have all we want of both. Our wants are unlimited. 


but nature is niggardly and life is short. Since the people 
cannot satisfy their wants with the scarce time and means 
at their disposal, a problem arises for everybody,-.-which 
wants to satisfy and which* to forego. Everywhere we turn, 
if we choose one thing we are forced to sacrifice other goods. 
Hence there arise.? a probleui of choice,—of selecting the uses 
to which we shall put the scarce sesource^. ^In order to 
enable us to choose effectively, there must be somC kind of— 
pricing process. Values* must be set upon * the available 


resources so ^s to restrict their use to the mqst urgent 


purposes. This pricing process alone‘forms th^ subject- 
matter of economics. The etonomist thus studies the 


* Nature and Significqnce of Economic Science, p. 15. 
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implications of choice between different ends. But he is 
not concerned with the ends or the means. His subject is 
, scarcity. The problem of economics is simply the problem 
of “economising.” 

Apart from the defects inherent in earlier definitions, 
the main reason for limiting the subject in this way lies in 
the fact th^t if the economists confine themselves to this 
purely pricing process they will be able to deduce valid 
scientific ger^pralisations. Since economics is a science it 
must remain neutral between different ends, and must study 
what is, rather than what ought to be. It must also be 
capable of yielding a priori definite results, containing 
scientific truths. If economists venture from a study of 
the disposal of scarce goods, their labour will not yield 
results whiclj ^are scientifically tru^‘ and capable of exact, 
measurement. A true science seeks truth for its own sake, 
and studies what'is about a subject, not what ought to be. 
Hence Prof. Robbins calls upon other economists not to for¬ 
sake the true and scientific path, and not to spend their time 
og subjects remotely connected with the main theme. It 
remains to add the difference between the two types of 
definition. The first definition is concerned with a parti¬ 
cular kind or department of human activities. The* second 
focuses attention on a particular aspect of human activities, 
—activities undertaken under the influence of scarcity. 

The economist is, therefore, forbidden to pass any judg¬ 
ment on any matter. He cannot “furnish a body of settled 
conclusions, immediately applicable to jxiliey.” His role is 
that of an*expert who can predict* correctly the consequences 
that are likely to follow particular lines of actions. He can 
state the implications of any change in oryr choice regarding 
the disposal of scarce resources. But he cannot judge the 
desirability t)f Ihese actions or* policies. He can contribute 
very little to the ultimate sblution of the particular problems 
of life. He cannot, for example, say that a particular case 
of state intervention is desirable or not. All that he can do 
is to poiAt out the *various implications of this policy. 

, The •question then arises: is* it desirable that economists 
should confine themselves merely to a cfiscussioi; of the pure 
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pricing process? Should they remain secluded in the pursuit 
of truth for its own sake, giving up all intefttion to take 
part in the determination of policy? It is, of course, truQ. 
that the study of the pricing process has yielded valuable 
results, and further development along these lines is also 
necessary if the economist is to play the part of an expert 

discussing the implications of different 
policies. One’s desire for scientific rigour 
may lead one to restrict the scope of the 
subject in this way. But almost all economiks (including 
Prof. Robbins) have trespassed over the frontier which divides 
pure economics into a discussion of the ends themselves. 
Moreover, such a limitation of the subject carries with it 
serious dangers. There is a fundamental distinction between 
,the natural sciences and economics. The student of physics 
or chemistry can study liis subject solely with a view to arrive 
at the truth, leavihg the question of the practical application 
of results to others. But the economist studies his subject 
not only to know the truth for its own ?ake,^ but ^also to 
provide a'* technitjue for the solution of the great social 
problems. The study of economics began as a practi^l 
subject concerned with the improvement of the material 
conditions of the people. “When we watch the play of 
human motives that are ordinary,—that are sometimes mean 
and dismal and ignoble—our impulse is not the philosopher’s 
impulse, knowledge for the sake of knowledge, but rather 
the physiologist’s impulse,—knowledge for the healing that 
knowledge may help to bring.’’® itnpwledge in economics 
is chiefly valuable in so far as it is “fruit-bearing’’ rather than 
“light-bearing.’’ ^rof. Robbins deplores that the border¬ 
lands of economics are the happy hunting ground of the 
charlatan and thfc quack. „ If that is so, they ought to be 
ousted from this position. And onlyahe'ecopomists can and 
should oust them as they alone possess the necessary scientific 
training. Someone, and someone necessarily equipped with 
proper technique, should present before the public the 
alternative possibilities of practicable'* achievement. As 
Mr. Paul Streeten has concltided in a recent article. 


* Pigou. Economics pf Welfare. 
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“Economists cannot and should not refrain from making 
value judgmonts if their studies are to be more than a purely 
, formal technique of reasoning, an algebra of choice. The 
technique, the algebra, is important and ought to be as 
scientific as pqssible, but it is significant only as means to a 
study of wealth and welfare and of the ways to improve 
them.”* 

t 

Is Economics a science? For a long time there was some 
controversy over the question whether economics is a science 
or an art. The dictionary meaning of the term, “science” is 
that it is a body of systematized knowledge concerning any 
particular department of nature, whether external or internal 

to man. It studies uniformities pervading 
Meaning of the ^ department of nature and tries to find 
. , out generalisation^ which we call laws^ 
Physics is a science ; it studies certain uniformities regarding 
the external universe. Psychology is a science which studies 
the uniformities of the mental world. Economics studies the 
unifornnities* which underlie human activities in the ordinary 
business relations. It investigates the possibility of deducing 
generalisations as regards certain activities or behaviour of 
a group of human beings. Hence it is a science. 

The natural scientists deal with quantities which can be 
definitely measured. They can ccuiduct experiments, and 
verify their conclysions. Economics also deals with that part 
of man’s actions which can be measured by the measuring 
rod of money. Of all social sciences, economics is thus the 
most exact, ‘because none of them has got any external 
measure tfo make possible a definite quantitative measure¬ 
ment. But it should be noted tiiat such measurement of 
human motives can only be approximate.. Human motives 
cannot always be ‘accurately measured. Thus though the 
most perfect? of all social sciences, -economics is not as exact 
as the physical sciences, because it deals with human motives 
which are very complex. The measurement of human 
motives by money may at best be roughly apjiroxiniatc, but 

• I 

* P. Streeten. “Economics and value judgmonts” in the Quarterly 
Journal of Ecgnomics, Nov. 1950. p. 595. , 
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is never accurate; whereas the laws of physical sciences are 
capable of accurate quantitative measurement. • 

The claim of economics to be regarded as a science ha^ 
been denied on the ground that the materials which form 
the basis of economic studies are not capable of yielding 
universally valid generalisations or laws. The physical 
sciences have developed a large body of lawf* possessing 
universal validity, and capable of quantitative measurement. 

But economists cannot claim* precision for 
T’hoiish economic thcir laws. As men have free will, there 

irb!c?Ver^ijy is no guarantee that they will behave 

tiering average be- similarly Under similar circumstances. But 

haxiour, we can . r • • • *1 i . r 

deduce principles. ^ spite ot this It IS possible to frame use¬ 
ful generalisations on three-fold grounds. 
'First, all the experiences of a man do not •come within 
the sphere of his choice. We cannot decide to feel plea.sed 
or sorry. Nor can one prevent oneself from getting satis¬ 
fied if one goes on eating. Much of such uncontrollable 
experiences form the basis of economic laws! Secondly, some 
of our economic experiences are governed by laws of exterml 
nature beyond our control, e.g., the law of Diminishing 
Returns. Thirdly, free will does not mean that men act 
unreasonably. Even if they do so, we are in a position to 
foretell the course‘^of their activities by means of the mathe¬ 
matical law of probability. But on the whole, men behave 
reasonably. We usually buy a thing where it is cheap. 
Because of this, we can predict the future course of human 
activities, and frame general laws. * 

• 

lliere is no doubt that economic prophecies'are often 
found to be falsified* by subsequent events. The reason for 
this must be sought, not in tjie unscientific nature of economic 
studies, but in our ignorance of the causes'at \york. The laws 
of biology or the meteoVologicajl forecasts are ndt always 
borne out by subsequent events. But no one would, on 
that ground, deny that biology or meteorology ws riot a 
science. The'onset of a trade depressioA can oftep be pre¬ 
dicted a much longer time in advance than the coming of a 
cyclone. The task^ of the Economist is the same as that of 
the natural scientists,^—to apply the processes of sustained and 
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disinterested argument to the data of observation, and to 
attempt the determination of general laws of all events. 
• Hence the claim of economics to be regarded as a science 
cannot be denied on the ground that economists lack 
precision and prophetic power. 

Nature of economic laws : Every science has its laws. 
Economists feave also formulated some laws. What is the 

nature of these laws? The term “law” 
The differeiv has got several meanings. It may mean a 
“i^aw.” rtile established in a community, permit¬ 

ting or prohibiting a course of action. Its, 
best example is the common law of England. Secondly, it 
may denote a rule of procedure such as the laws of cricket. 
Thirdly, a law may mean an act passed by the legislature. 
Lastly, it may- mean a statement ,of causal relationship 
between two groups of phenomena, e.g., thg laws of physics. 

An economic law is a law only in the last sense. It is a 
statement of tendencies; a statement that under certain 
conditions, we should expect a definite course of action from 
a *given set of facts. An economic law affirms that if a 
particular cause exists, a definite result may be expected to 
follow. All scientific laws are laws in the same sen’se. If 
’ there is a combination of hydrogen and oxygen, other things 
being equal, we get water. So also in economics, other 
things being equal, if the price of a commodity rises, the 
•demand for it will fall. , If a law of chemistry be a natural 
law, an economic law' is also a natural law in the same 
sense. a 

But the laws of economics are not as exact as the laws 
of natural sciences. The latter deal with a,toms and matter 
which are constant units. 6ut the economist deals with the 
activities or behaviour of men.* A* group of men will not 
always act or behave in a similar way in response to a parti¬ 
cular cause^. Hence any general statement about the course 
of their activities may not always hold good. Economic facts 
•can be modified by human efforts. But the attributes of an 

' I ' 

at9m cannot be so modified. Herice an economic law is not 
as exact as a,law of physics. 
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*‘The laws of Economics are to be compared with the' 
laws of tides rather than with the simple and exact law of 

gravitation."'’^ Human nature is very conjj-. 
Economic laws are plex and the action of human beings is 
physical laws. Variable and uncertain. Economic laws^ 

being based on human activities, cannot^ 
therefore, be exact under all conditions. The law of gravi¬ 
tation states that other forces not interfering two bodies 
will be attracted towards each other according to a certain 
ratio. This law of gravitation is so very exa‘ct that mathe¬ 
maticians can calculate beforehand the movement of the 
'heavenly bodies; and the exact position of these bodies can 
be predicted many years beforehand. These calculations and 
predictions are seldom found to be wrong. Economics does, 
not possess any law which is so much precise and exact. 

Economic laws may, however, be compared with la^s of 
tides. The laws bf tides explain how thete is a rise and fall 
of tides twice a day under the influence of the sun and the 
moon, how there are strong tides at new and fvill mpon, etc. 
Thus the* science of tides can predict at what time the fide- 
will probably be the highest on any day at the Howrah* 
Bridge. It has to use the word 'probably' because the tide 
may nbt come at the expected hour owing to many unfore¬ 
seen circumstancos. There may be a strong wind in the Bay • 
of Bengal which may make the tide at the Howrah Bridge 
quite different from what was expected. Ifi human activities,, 
too, there are many unforeseen circumstances, as a result of 
which the expected course of action may not happen in the 
regular way. ^ ^ 

Economic law^ essentially hypothetical : “Economic 
laws” writes Seligman, "are essentially hypothetical".'^ All 
economic laws contain thc-following qualifying clause "other 

things jDciqg equal”, i.e., wa assume that 
How far are cco- from a given s*t of facts, certjiin conclusicfns. 
thcUcal?^ follow, if no other change takes place 

I in the meantime. But other ’things are 
not always equal and consequently in economitSi, definite 

* Marshal. Prindples of Economics, p. .S2. 

• Seligmark^ Principles of Economics, p. 26. 
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conclusions cannot be predicted from a given set of facts. 
Economic law* are, therefore, described as hypothetical,— 
hypothetical because their truth and operation depend upon 
so many factors which are variable and imperfectly ascertain¬ 
able. Take for instance, the law of Diminishing Utility. It 
states that with every increase in the stock of a commodity 
possessed by a person, the marginal utility of that commo¬ 
dity to that fjerson diminishes. But the law cannot state 
exactly at what point utility will begin to diminish. It may 
happen that the utility may actually increase if the commo¬ 
dity suddenly becomes more fashionable. 

But it does not follow that because an economic law is 
hypothetical, it is unreal or useless. The laws of all other 
, , sciences are also hypothetical. Every science 

But the laws of . ' * » , , ' 

all sciences are; - assumes Certain cau§es and draws certain 

»**Jess* hypo- generalisations from those causes, assuming 
‘ that nothing changes in * the meantime. 

The action of the cause in question is supposed to be isolated 
and^copMusions are drawn on the hypothesis that other causes 
arepnot present. In this sense all laws arc hypothetical. In 
physics, it is stated that masses attract each other with a 
certain definite velocity. But in actual life, that may not 
always be the case. Bodies do not always fall to the ground, 
as expected under the law of gravitation. Their fall may be 
retarded by atmospheric pressure. Oxygen and hydrogen,, 
when mixed together, will be turned into water under a 
particular pressure and temperature. If the pressure and the 
temperature arc different, they may not form water. No 
one has arg’ucd on that ground that the law of gravitation 
or the laws of chemistry arc unreal or useless. Owing to the 
complexity of forces at work, the expected result may not 
always materialise. Thu^ all scientific laws arc hypothetical. 
The only' difterence is that the hypothetical element is 
specially prominent in economics. In physics, though there 
may be a cqmplexity of forces at work, they can be definitely 
measured, ,and the result predicted. In econonlics, many of 
the forces cannot be measured; hence no definite result can 
be, predicted. Economic laws are, therefore, largely approxi¬ 
mations. 
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We may, however, point out that all economic laws are 
not essentially hypothetical. There arc som^ economic laws 

which may be regarded as true as t|;ie 
Certain economic physical laws and there are others which 
not hypothetical. ^re true like axioms, i Ije law of Dimi¬ 

nishing Returns is based fundamentally on 
causes which are external to man. The tendency to dimi¬ 
nishing returns may be held in check for a tfme by inven¬ 
tions and by the application of scientific knowledge to 
agriculture; but diminishing returns woulcf appear in the 
long-run. So this law may be regarded as partaking of the 
nature of physical laws. Again, there are some laws which 
are axiomatic and need no proof. For example, the law that 
capital can come only from the surpljus of income over 
expenditure, or the law that the standard of life of a class 
depends fundamentally on productive efficiency of th^t class 
is axiomatic' in'nature and can in no way be regarded as 
hypothetical. 

The methods of Economics : Every fjcience has its [iro- 
per methods of investigation. We shall now discus^ what 

methods have been adopted by econoi^lists 

Deductive method. 

tor conducting economic investigations. 
There are two methods by which a scientist may proceed in 
his investigation.. They arc known respectively as deductive * 
or abstract, and inductive or historical methods. The deduc¬ 
tive method consists in the following. First, the principal 
factors in operation in any field of investigation are deter¬ 
mined. Then the consequences thjt will ensue from the 
operation of these factors under given conditions are deduced 
by a process of ijeasoning*. The classical economists applied 
the deductive method in their investigations and tried to 
deduce the whole of economic science from certain genera¬ 
lisations about human motives an^ hkbit§. They started 
from some generalisations abo^t human nature,* e.g., men 
always try to buy in thci cheapest market, etc! Taking these 
motives and facts to be universally true, these \yriters tried 
to formulated the probable economic actions of mpn and the 
laws which govern their activities, 'rtiese conclusions and 
the method of fqrming them have been criticised by many 
writers. Rut the yiistake of classical writers did not lie in 
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the fact that they followed the deductive method, but in 
that they based their generalisations on insufficient data. 
XJliey assumed too hastily that their abstractions always 
corresponded with facts. 

One extreme variant of the deductive method is the 


mathematical method. Jevons argues that economics is csen- 

tially mathematical in character, taking the 
Maihcmatical < term mathematical to mean all enquiries 
that deal with quantitative relations. Eco¬ 
nomics deals w'ith phenomena whose quantitative aspect is 
of fundamental importance and in those phenomena this 
method may be employed profitably. Tlie chief advantage of 
such a method is that it leads to high standards of precision 
in abstract economic reasoning. Chances of mistake are few. 
Another advantage of this method is that it explains the rela¬ 
tion of mutual' dependence which hiay subsist between 
different phenomena, e.g., supply, demand, and price. The 
chief defect lies in the fact that those who follow this method 


may be absorbed iq the framing of intellectual toys and the 
real »<*nsrtnay be forgotten in the intellectual gymnastics and 
mat^hematical treatment. 


The chief critics of the deductive school are writers of 


the historical school, which flourished mainly in Germany. 


The inductive or 
historical mclhod. 


rhey employed the inductive method and 
developed the economic science from eco- 
ncHnic history. They collected particular 


materials from economic history or contemporary events, and 
drew general conclusiqjns* from them. These conclusions 
were further verified by reference to subsequent economic 
facts. The rapid advance in the science of statistics during 
recent years and the collection of data by governments and 


private individuals have enhanced the valuer of this method. 


From the data thus collq(:tcd valuable and scientific conclu¬ 
sions have been drawn, thus making'the science more accu¬ 


rate and perfect.' But their criticism of the deductive method 


was often wijong. Of course, it is true that we rnjist establish 
and know ,the facts ■first of all. No science can proceed 
without data or with incomplete data. The conclusions 
forjjied by general reasoning must’also be verified by facts. 
‘To admit that; is not to admit the uselessness of the deductive 
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method. “Facts do not speak for themselves. It is only by 
analysis, comparison, hypothesis and prophecy that they can 
be made to speak at all”.’^ No science can proceed withoipj; 
the aid of reason and hypothesis. Without the aid of deduc¬ 
tive reasoning the historical method runs the risk of remain¬ 
ing purely descriptive. It can serve only to accumulate a 
mass of unconnected and unserviceable facts. This school 
of economics has not, in fact, re-made the sfibject; it has 
only served to introduce a new spirit. 

Modern writers are now all agreed that both these 
methods are partners, not rivals. The aim of the science is 

to discover economic uniformities, and it is 
The use of both usually right to follow any path or to pursue 
sary. any method that is likely to lead to that 

end! “Induction and deduction are both 
necessary for the science, just as the right and the left fept are 
needed for wallcing." Both these methods may be profitably 
employed by economists, but in different proportions for 
different purposes. ^ 


All social sciences 
arc inter-related. 


The relation of Economics to other sciences : In modern 
times an increasing unity between different sciences is 

gradually being perceived. The point of 
contact between different sciences is becom- 
* ing more pronounced and the relation of* 
economics to sociology, politics, ethics, psychology, history 
and mathematics is now well recognised. The modern 
method of study is increasing specialisation and differentia¬ 
tion. In spite of the pursuit of thiif method* the possibility 
of a synthesis of all sciences under one sy.stem of philosophy 
is admitted, and'is seriously attempted by some writers. 


Economics and Sociology : Sociology is the general 
social science. It deals (vith the fundamental facts of all 
Sociology deals social difc,*—economic, pofitital and histori- 
vfhh all ^pects of cal, etc. Sociology is the science of the 

social life: Eco- , ^ ... - . , 

nomics with only elementary principles of social union. 
one aspect. 4 According to Comte, Economics cannot 

claim to be a separate science » but mdst be included within 

-- , • • 

' Durfiin—‘‘Metftods of Research” in the Economic Journal, June. f933, • 

p. 181. ^ 
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Sociology. In reply to Comte, it is pointed out that the 
provinces of Sociology and Economics are quite distinct. 
Sociology is an all-comprehensive social science, xlt takes 
into account all the conclusions arrived at by different social 
sciences and u^lises these premises for arriving at further 
•conclusions. Sociology is not merely the sum of various 
social sciences, but it is a philosophy based on the results 
of all of theifli. Sociology is the fundamental social science, 
of which other social sciences are but differentiations. The 
scope of Economics is quite distinct from that of Sociology. 
It does not claim to be an all-comprehensive science. It is 
a branch of Sociology. Though a branch, its aims and scope ’ 
arc quite different from those of Sociology. It thus studies 
«)mc distinct part ,of human life, not the whole of it. Its 
methods are distinct, its scope is disrinct and its aims are 
also^quite distinct. Though a branch of Sociology, Econo¬ 
mics is thus a sepatate science. ’ 

Economics and Politics : Economics and Politics are 
bot h b icanches of Sociology. The connection between Eco- 
e nomics and Politics is very close. Earlier 

Politics deals with writers used to regard Economics as a 

mics with wealth. branch 01 Politics. The Greeks regarded 

Political Economy as the art of providing 
revenue for the state, and other writers, including Adam 
•Smith, conceived Economics as an art to be employed for 
furthering the purposes of the state. The very use of the 
expression, ‘Political Eco^nomy’ shows the intimate connec¬ 
tion of the science wi^-h Politics. The modern use of the 
term ‘Economics’ in place of ‘Political Economy’ is deliberate. 
The change indicates that its primary epd has got nothing 
to do with the state. In spite of the deliberate use of the 
term “Economics”, modern'writers do not deny the relation 
.of this science of Politics. This w;ll be evident from the 
following considerations. • 

I 

Economic institutions of a country depend for their 
progress upon the system of government. E^y modern 
•government is closely” concerned with economic matters. All 
in9dern legislatures aVe preoccupied with questions of dispute 
between labour and capital, the imposition of ,tariffs, the 
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tackling of the unemployment problem and many other 
industrial and commercial matters. All economic activities 
are carried on within the state according to the laws laj 4 

down by the state. Problems of indivi- 

instilutions arc dc- dualism and socialism poijit to the close 
pendent on politi- connection between the two sciences. These 
cal orgjnisdiion. problems are dealt with both in Economics 

and Politics, so inseparable are the economic*and political 
aspects of the problems. Secondly, the political organisation 
of a country is often a reflex of its economic organisation. 
The ^Aristotclcan classification of the states into tyranny, 
oligarchy and democracy Avas based on wealth. Political 
movements arc profoundly influenced by economic causes. 
State-socialism, Syndicalism, Fascism, Bolshevism and many 
other movements are not merely economic movements, but 
are political movemeiits as well. * * ^ 

From all these considerations, it is‘evident hoAv much 
closely connected both these sciences are, though their 
departments of enquiry arc separate and distinct. 

Economics and Ethics : The connection between these 
two subjects is also very close. Ethics furnishes a standard 
■ .1 or ideal to Avhich economic institutions and 
handmaid of activities are to approximate. The discus- 

sion of the relation of wealth to welfare 
shows the essentially ethical bent of the science. Economics, 
is the handmaid, of ethics and the end of all economic 
activities is to promote human welfare. Ethics thus furnishes 
a standard by which to guide our adcivities. 


Ethics, nonothcless,* is indebted to Economics. Eco¬ 
nomic conclusions give certain data for the study of Ethics, 
and from these data Ethics draws further conclusions. For 
example. Economics finds out from obsdrvatioa that indiscri¬ 
minate relief to the poor under certain 
nishes data with circuipstances promotes idleness and des- 
wh^ Ethics troys self-reliance. Ethics draws the con¬ 

clusion from this da'cum that indiscrimi¬ 
nate help to the poor is not always ethically justified and 
lays down certain rules for giving charity to the poor. Thus 
the relation between Ethics and Economics is very close. ' 
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Seligman® rightly remarks, “Economics, like Ethics, is pri¬ 
marily a social science, the true economic action must, in 
ll^e long run, be an ethical action.” 

The scheme of this book : After stating the definitions 
of certain preliminary concepts, we propose to discuss the 
meaning and significance of the national income of a country. 
Many of the^important problems in economics involve the 
conception of the National Income, and an understanding 
of the factors determining it. We shall then examine the 
way in which different factors of production co-operate in 
producing the National Income with a description of the 
structure of modern industry. Our next task will be to 
investigate the forces that determine the composition of the 
National Incolme as also the pricing of particular goods and 
services, to be followed by a discussion of the pricing of pro¬ 
ductive factors. Next, we shall take up the discussion of 
factors which influence the fluctuations in the level of the 
National Income, finishing with some chapters on the theory 
of international trccde and foreign exchange. The whole dis- 
cuj^iT 5 !i will be rounded off with the examination of the part 
played by the state in the modern economy, and of the 
socialistic system. 


' Seligman. Principles of Economics, p. S5. 

2 



CHAPTER II 


ON SOME DEFINITIONS « 


Goods ; Anything, material or innnateri'^ 1 , which can 
satisfy human wants is to be called goods. Goods may be 
free goods or economic goods. Free goods are those goods 
whose supply is more than suflicient to satisfy the demand 
for these goods. The sunshine and the rain, the air, the 
water of the ocean and the sands of the desert are examples 
of such free goods. 

Goods, the supp’y of which is scarce in relation to 
demand, are economic goods. Scarcity does not mean mere 
limitation in qvantiiy; it means limitation in relation to 

demand. Wlien the available supply of an 

hconomic goods. . .. . i 

article is not sumcient to satisfy the total 
demand, lit becomes .scarce in the economic sense. 
between free goods and economic goods is thus not a defii^ite 
one. ^Vater in the homes of a modern city is an economic 
good, ^vhilc it is a free good to the inhabitants near the river. 
Thus under the complexities of modern life, more and more 
free goods arc pa.ssing into the category of economic goods. 
Scarcity is thus not a fixed quality, but a changing one 
reflecting every shift of human wants. 


Wealth : Wealth is synonymous with economic goods. 
In order to be classified as wealth, a thing must possess jour 


(a) Utility, 

(b) .Scircily, 

(c) Transfer¬ 
ability. 


attributes:—(i) it must have utility, i.e., 
it must .satisfy a human want; (ii) it must 
'be scarce in relation to demand; (Hi) it 
must be ti^ansferal^le ; (iu), and it must be 


external to man. Thus the term, “wealth”,' includes not 


only those material goods, which arc tran.sfcrablc and 
external, .such as land, furniture, house.s, etc., but also the 
non-material' goods which are external to man, and transfer¬ 
able, e.g.j the goodwill of a business, copyright of a book, 
patents, etc. Bur, it excludes those material goods, frfsh 
air), which, are not .transferable, and those non-r^aterial goods 
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(e.g., personal qualities like the dexterity of a mechanic) 
which are not*ext§rnal to man. 


The term "weaUh” 
is relative. 


The correlation between wealth and want must not be 
forgotten. A thing is wealth because a particular human 

being or a class wants it. The psychologi¬ 
cal attitude of man is the real determinant 
* of wealth. If the psychological attitude 
changes, the character of wealth would also change, riuis 
Tagore’s Poern^s may not be wcaltli to the man who is devoid 
of any education, but to an educated man, they constitute 
an important part of his wealth. • 


Collective wealth : It consists of those external, transfer¬ 
able goods, both material and non-material, wiiich are public 
property, and are enjoyed by all the members of the public. 
Such things as Foads, public buildings, art galleries, govern- 
ment oflices, etc., belong to this class. • 


National wealth ; It includes the individual as well as 
the collective weajth of the country. To compute national 
wealihj'^we must add the aggregate wealth of all inembcrs 
of \he community, plus the public property of all kinds, 
material and immaterial. But we must recognise that there 
is also some negative wealth. For example, though the 
government loanstock constitutes wealth tg the individuals, 
yet it is a form of national debt. Against many public 
works must be oflfcet the heavy negative w^calth of public 
debts. We should, however, add the debts owed to the 
citizens by the members* of foreign countries. 

Utility ; We have defined wealth as consisting of those 
goods which possess utility. What is utility? The dictionary 
meaning of “utility" is usefulness. Air and water are stated 
to possess high utility in this sense. But ih economics, the 


Class iric At ION of Goods. 


External 


Goods 


I Material 
1 PersonM 


/Transferable, e.g., house, bread. 

I Non-transferable, e.g., air, <;^male. 


goodwill o£ a business. 


f Transferable, e.g. 

1 Nop-transfcrable, e.g., business conned ion. 

^ , Internal—Personal—Non-trarfsfcrablc, e^.. .skill ot a surgeon. 

Wealth consists of external-malcrial-transfcrabld and c.\t<|rnal-per.sonaI- 
.transferablc gopds. • 
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term is used in a different sense. Utility means the capacity 
to satisfy wants. To say that a thing possesses* utility means 
that it is expected to satisfy a given desire. We may desire, 
a thing because it is useful; but it need not always be the 
case. Nor it is true to say that the utility of a thing is the 
satisfaction that we get from the thing. Desire and satisfac¬ 
tion may not always balance. Hence utility signifies not 
usefulness, nor satisfaction, but the intensity ol desire for a 
thing. 

Utility of a commodity cannot be directly‘measured. We 
cannot define utility in physical terms as we can define food 
as consisting of so many calories. We cannot compare and 
make an accurate estimate of our mental states. But we can 
compare the utility of one commodity wjth that of another, 
or with that of money, or the utilities of two things may be 
compared as being in the same ratio with twef sums of ipoiiey. 
“If we find a man in doubt whether to spend a few penc*e on 
a cigar or a cup of tea, or on riding home instead of walking 
home, then we may follow ordinary usage and say that he 
expects from them equal utilities”. . 

Lastly, it should be pointed out that in economics *we 
use the word, utility, without any ethical implications. The 
desire' the intensity of which we want to measure may be 
noble or ignoblp; the economist is concerned with the , 
existence of the desire, not with the character of the desire. 


VALUE ‘ 


Value-in-use ^nd valiie-in-exchange : The ^erm 'value' 
may mean any of the two things. It may indicate simply 
► utility, or usefulness. Or, it may mean, 

Valuc-m-use. , . #• , , . . ' , . 

power in exchange ,* its purchasing 
power over other comihodifies. The first mferjaretation is 
known as value-in-use: J:he second as value-in-exchangc. In 

order to command some value-in-exchange, 
'^^exchange. * ^ thing must not only possess value-in-use, 

but it must also be limited in supply in 
relation t,o demaijd. In economics, we kre mainly, interested 
in the valye-in-exchange of a thing. 
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Some commodities possess great value-in-use, yet they 
may not command a high value-in-exchange. For example, 
water is very useful to human beings. Strictly speaking it 
is more useful than gold, but curiously, it does not command 
as great a purchasing power as gold does. That is, though 
water possesses more value-in-use than gold, yet it has less 
value-in-exchange than the latter. The reason is obvious. 
The supply 6f water is not limited in such a degree as the 
supply of gold is. Hence gold commands more value-in¬ 
exchange tharf water. As we have stated, to possess value- 
in-exchange, a thing must not only possess value-in-use, or 
utility, but also it must be limited in supply. The‘more 
the supply is limited, the greater is the value, other things 
being equal. 

Value and price : Value, as we• have already pointed 
out, ineans power-in-exchange. Value*is thus a ratio between 
two "commodities. .The value of one niauijd of rice is the 
amount of other commodities that can be obtained in 
exchange for it. Thus the value of rice may be expressed 
in tej-msy of wheat, jute, cotton, etc., or any other commodity, 
wh'fen it is exchanged for any of them. When value is 
expressed in terms of money, it is called price. When a 
maund of rice is exchanged against money, the ratio of one 
maund of rice with the money-units is known as price. 

In real life, all transactions arc conducted in terms of 
money. So, instcj^d of knowing the x>alne of a thing in 
terms of other commodities, we know its price in terms of 
money. • 

There is -another *thing which must be noted in this 
connection." There can be a general rise or fall in the prices 

of all commodities, bift there cannot be 

tlioi*o l)c "I 

general rise or fall such a thing in regard to J;he values of all 

of prices, or of commodities. For the prices of all things 
vslucs^ • ® ^ ^ 

• • depend on two* factors: —the total volume 

of all commodities that arc fo be exchanged against money, 
and the total volume of money in circulation. If the volume 
of money m circulation increases, the prices ^f things in 
general wift rise ; conversely ifc money in circulation decreases, 
other things being equal, the price-level will fall. It means 
that the prices of all things will fall, thougih, of ^olirse, not 
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to the same degree. This general rise or fall in the prices 
of all things is a constant phenomenon. Imgiediately after 
the war, the prices of all things rose to gfddy heights. But 
there cannot be any general rise or fall of values of all corfi- 
modities. For, value is a ratio. Let us take a concrete 
example. If the value of rice rises, that m'eans that more 
goods can be obtained in exchange for rice. That is, the 
value of other things has fallen in terms of rice* If the value 
of rice in terms of wheat rises, that indicates that more wheat 
can be obtained for rice. It also means that the value of 
wheat has fallen. When the price-level rises, though the 
value of other commodities has risen in terms of money, the 
value of money has, on the other hand, fallen in terms of 
other commodities. Hence there cannot be any general rise 
or general fall in the, values of all thin^. 


CONSUMPTION 

Corisumption does not mean the destruction o^matter. 
Man cannot destroy matter just as he cannot create matter. 

Consumption consists in the satisfaction of 
Consiimi)iioTi con- wants. A man consumes only the utilities 
up*’of*\uiiUics.'^*"^ that production has added to material 

things. Consumption uses up utilities,* 
but not niaticr. Thus when we wear out our clothes, or 
live in our houses, we arc said to consume them. “The 
carpenter is just as much a consumer when he hammers nails 
into the floor-boarding, as is the gourmet who enjoys an 
expensive repast, the preparation of which has involved the 
services and labour of countless workers in many parts of 
the world.” 

Consumption provides the mainspring of all human 
activities. The forces tjiat .set the "wheels of (.he,productive 

system going arc furnished by human 

Relationship be- wants. A man’s wants find outer expres- 
tween consumption . . , . _ - , , 

and productiof.. the various qffers of riioney. The 

consumers vpte for ohe choice' of certain 

kinds of goods, and for,the rejection of others. And by 

casting such votes, they control the direction of productive" 
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activity. The making of goods follows where the spending 
of money leat^s. 

While wants give rise to activities, the reverse is also true, 
"dfepecially in modern times. In the early stages of society, 

the physical cravings supplied the motive 

limef *pro™uctiw* human cflorts. The savage would 

activity in many not take up any activity unless he was 
ncw^w'nts impelled by the necessity of satisfying 

some elementary wants. But as civilisation 
advances, while the influence of wants in guiding human 
efforts still remains, yet in many cases, human activities, in¬ 
stead of assuming a passive role, often give rise to new wants. 
The invention of cycles, or telephones has not been under¬ 
taken in response to a determinate and known human want. 
But their invention, by familiarising jthe people with their 
uses, created neiv classes of wants. Here, as in many cases, 
production gave rij^e to increased consumption. Hence the 
relationship between consumption and production is one of 
inter-dependence, rather than one of cause and effect. 

Necessaries, comforts, luxuries : The distinction, between 
these three classes of wealth is not easy to draw. By some, 

especially the ancients, the distinction was 
Necessaries for life made on an ethical basis. Nec(;ssarics 
efficiency. consisted of those things which were con¬ 

ducive to a life of plain* living and high 
thinking ; while luxuries were said to degrade a man. The 
distinction has, sometimes, been made on the ground of 
“productive” consumption. Necessaries are regarded as those 
things which jare esserfftial to the maintenance of life and 
efficiency. "As such, necessaries may be divided into two 
classes, (a) Necessaries for life. These are limited to those 
things which are essential for bare subsistence, {h) Necessaries 
for efficiency. These consisf of those things, which, in addi¬ 
tion to the^netfesSaries of*life, enable*11100 to keep themselves 
fit and efficient* * 

In addition to these two classes of necessaries, a third 
class must also be recpgnised; —the conventional necessaries. 

Conventional They consist of those things which are 
necessaries. realiy not'necessajry for maintaining life or 

• efficiency, tut which have become so' through force of habit. 
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and “which a person will insist on buying before he has 
completed his supply for necessaries.” Faniriliar examples 
are tobacco, tea, some indulgence in fashionable dresses^ 
etc. 


(c) Comforts. "Fhesc stand midway between the conven¬ 
tional necessaries and luxuries. They consist of those things 

( mf rt.’ which increase the efficiency of a 

person, but the value of the increase in 
efficiency is generally less than their cost. 

(d) Luxuries are those things, the consumption of which 

, satisfies a suiieriluous want. Their cori- 

Luxuncs. . , . , 

sumption does not increase, but may, in 
many circumstances, decrease the efficiency of a person. 

Necessaries, comforts, luxuries are relative terms. Differ¬ 
ences of climate and differences of custom make things 
, necessary in some plaices, but superfluous 

arc rciatWc Others. A shirt is a necessity for a 

western labourer, but is often a luxury to 
an Indit^n worker. Hence every estimate *of necessariesjnust 
be relative to a given time and place. The conventional 
necessaries vary in different societies, and in different social 
groups. The hukkah is a conventional necessity to the Indian 
ryot, while a cup of tea finds a welcome smile in many 
middle class horiies. In drawing the dividing line, we must 
also pay regard to the occupation of the person. A thing 
which is a comfort to one person may be luxury to another, 
and a necessary for elficiency to ar third. A motor car is a 
luxury to a poor man, necessary for efficiency to a doctor, and 
a comfort to many hearts. • 


Is the consumption of luxuries economically justifiable ? 
The vciy word luxury carries a note of condemnation. But 

the economist is not -concerned with that. 
juSet"? For ptirpdses of analysis, *lukui»es may be 

divided into two classes:*—harmful and 
harmless luxuries. Harmless luxuries arc those things {e.g., 
expensive dresses) whose consumption tdoes neittier increase, 
nor decrease a person’s efficiency. Harfhful luxuries are those 
things {e.g., wine) whioh materially' diminish, a person’s 
efficiency, c The consumption of harmful luxuries is not 



ON SOME DEFINITIONS 


25 


justifiable. But what about the harmless luxuries? It is some¬ 
times assumed that luxuries are justifiable because they 
^^“makc work,” i.e., they give additional employment to labour. 
But there is no foundation for this view. The money that is 
now spent on luxuries, would have been spent on the 
purchase of other things or invested (in the absence of 
luxuries). That would have provided work, possibly of a 
different kifid, for labourers. The economic justification of 
luxuries lies in the fact that the desire for luxuries has often 
impelled a ifian to seek wealth, and in seeking it he in¬ 
directly confers great benefit on the society. I'hc lure of 
luxuries in life is a perpetual incentive to effort. I'hc in¬ 
centive may be coarse, but it ^vorks and enriches the 
productive capacity of the community. Moreover, the desire 
for luxuries has i^een responsible for the growth of tlie 
fine ^rls. * • 


PRODUCTION 

§m 

In ordinary use, production means the creation of 
material things. But man cannot create matter. It is given 

by Nature. What man can do is to change 
Man does not the shape or form or size of the material 
Eut^onh things given by Nature. We cannot 

f:reate iron ores or coal. We can only 
utilise them. Coal that is under the bowels of the earth is 
brought above the surfate and is used in various W'ays. That 
is what we mean by ^‘the production of coal”. The labour 
of man dannot create even one? atom of matter. Hence 
production cannot mean the creation df material things. 

Production, in economics, means the cjreation of utilities. 
Human labour changes^matter so as to make it more valuable. 
The timber'in the forests is certainly valuable. When it is 
f)rought to the cities it becomes mojre valuable. More utility 
has been added to the timber. So the act of transferring it 
from the forests to* the cities is a productive^act. Further, 
when the timber is fised by men and made into chairs, tables, 
^c., the flatter are *more Valuable than the timber. Hence 
this act is also productive. 
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The utilities that are created are of three kinds: — 
form, place and thne utilities. A change in th^ form, shape, 

weight, colour, smell or &ny other quality 
^ thing which imparts some utility tS* 
that thing, which increases its capacity to 
satisfy human wants, is the creation of form uhlity. Further, 
a thing may be made more useful by bringing it from the 
place where it is abundant, to a place where i»is rare. As- 
a result, its utility increases. This kind of utility goes by 
the name of place utility . Traders and merchants create 
place utility. Lastly, a thing may be plentiful in one season, 
of the‘year, but scarce in another season, or a thing might be 
abundant in a good year, but scarce in a lean year. If the 
commodity in question is preserved from one season to 
another or from one »year to another, a higher utility is 
imparted to that commodity. This preservation creates 
time utility. , , • 

Productive and unproductive labour : The idea that 
some kinds of labour are of special significance while others 

arc not is as old as Aristotle. He classified 
Only labourers iviio certain functions, e.g., agriculture *as 
proiluml maieual “natural”: while mercantile trade and 

goods were consi¬ 
dered prpduciivc. exchange were regarded by him as “un¬ 
natural”. This idea appeared in different 
forms with differeht writers. The Mercantilists, for example, 
regarded all foreign trade which resulted ^in a large import 
of specie as the best of all occupations. The Physiocrats, the 
procursors of the modern economists, however, looked upon 
the merchants as belonging to a “stertle” profession, which 
did not yield any net product or surplus. According to them, 
agriculture was tfie* productive occupation par excellence, 
because Nature’s^ bounty yielded a large surplus of pro¬ 
duction. The concept bibadened at the hands of Adam 
Smitli who classified not only agriculture,* bat tall trade 
and other allied professions as ‘productive. . According to 
him, only .such labour as turned out vendible commodities 
or material ^oods was productive. Nqt only the manual 
labourers, but also those by \vhom the operations were 
guided and promoted—th? foreman, the engineer and the 
manager tvere regarded as doing productive work. Even 
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then Adam Smith “excluded not only menial servants and 
some of the ^ most frivolous professions such as players, 
buffons, musiciarls, opera-singers, opera-dancers; but also 
•^me of the gravest and most important such as church¬ 
men, lawyers, physicians, men of letters of all kinds, even 
economists” presumably. 

This distinction between productive and unproductive 
labour as baSed on the turning out of “material” goods, alsa 
appeared in the writing of J. S. Mill. But these writers failed 
to see that thisMistinction would lead to many inconsistencies. 
Let us take the case of musicians. I'he labour of a musician 
was regarded as “unproductive” because it did not result in 
the production of material goods. But the maker of a musi¬ 
cal instrument was. classed as productive. If those who used 
the instrument are regarded as unproductive, then why is 
the iijstrumerit'made at all? And why regard the labour of 
producing it as productive? If the maker ef the instrument 
is productive, its user must also be su. Man, as it has been 
stated, does not pj'oduce matter. What he docs is simply to 
increase the utility of things given by Nature. 

The modern standpoint is that all whose labour satisfy 

wants should be regarded as productive labourers. “So long 

as a person who buys a thing or p'ays for 

' towards the satis- ^ scrvice really desires it,, the labour which 

faction of a want yields him the .satisfaction is productive.”^ 
IS productive. i u r c ^ 

The labour of a professor, a lawyer, a 
soldier or a judge is productive in this sense. Only persons 
who are to be excluded from the class of productive labourers 
arc those 'i^ho could not finish their labour, or who produced 
things for which there is no demand. ^ 


Now the question arises whether the labour of those 
who do not contribute to ihatcrial welfare, whether directly 
, » ' or indirectly, .are, to be regarded as pro- 

services do not con* ductive. lake, for instance, the maker of 
tribute to welfare a quack medicine. Is his lal^our to be 
productive? , regarded as productive? Obviously yes, 

because s»b long as the purchaser wants that sort of thing 
and is willing to pay a price, hp must be obtaining some 
salisfactidh from it. If we once begin to exclude goods and 
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services which do not appear to us to promote economic 
welfare, we shall never know where to stop. • 

Factors of production : All productive operations are 
result of the co-operation of several agents. What are these 
agents or factors of production? The classical economists 
recognised three factors of production, viz., land, labour and 
capital. Land in economics docs not refer only to the surface 
of the earth ; it includes “the materials and thcf forces which 
Nature gives freely for man’s aid in land and water, in air, 
light etc. By labour is meant any type of hPuman activity, 
whether physical or intellectual, which is not undertaken for 
the sake of pleasure only. Everyone is a labourer, whether he 
is a mathematician or a cooli. By the application of labour 
to natural elements we obtain certain material objects, which 
arc further utilized in production. These material objects 
which are embodiments of past labour and*vrhich help the 
present process £)f production arc known as capital. ‘But 
with the growing development of business organisations, the 
functions of a separate agent became quitejclear. So a fourth 
factor was added to be known as organisation. The labour 
of directing and organising a business enterprise is called 
organisation. Organisation is of utmost importance in these 
days o£ma.ss production. The main function of organisation 
is to co-ordinate the different factors of production in proper 
proportions so as *to get the maximum yield with the mini¬ 
mum of cost. , 

Modern economists have ceased, however, to make any 
distinction between land and capital. According to them, 
land is only one form of capital, and they do not accept the 
distinction made .by classical economists betweed land and 
capital as valid. • 



CHAPTER III 


.THE NATIONAL INCOME 

Cut youj: coat according to the cloth is an advice which 
is appropriate for many purposes. In studying his subject, 
the economist .should also follow this advice, and first find 
out the size of the cloth. In other words, the starting point 
of economic studies must be the determination of tli^i size 
of the cloth, i.e., the size of the national income of a com¬ 
munity. An individual starts first with an account of his 
total money income and then studies how he can increase its 
size, and how be^can distribute it on various items of expendi¬ 
ture so as to secure the maximum benefit for himself and his 
family. Similarly, *as a social scientist, the economist also 
starts his studies with an account of the size and distribution 
of the national income. This provides the background for 
mo#t of his discussions. 

How is this national income defined? There are two 
ways to do it. We may define it as the sum total of aH goods 
and services produced by the residents of a country during a 
given period, generally a year. This is the fnial-product 
total. A second way is to define it as the sum of the incomes 
earned during a given period by the factors of production, 
i.e. the landowners, labouyers, owners of capital and business¬ 
men. This may be sa!d to be the “factor-payments total.” 
The latter is the aggregate of all v/ages, plus net rents and 
royalties, plus all interest payments plus 4 he profits of corpo- 
rated and unincorporated businesses. I.et us examine the 
implications of each,of thesfe two definitions. 

Gross National Product (G.N.P. )*; National Income has 
been defined as the sum total of the money value of a.l goods 
and services produced during a year. The laboiiif and capital 
of a country, working on its natural resources, produce every 
year a certain amoufit of commodities and services of all 
kinds. The money Value df this aggregate output is known 
as the Gross National Product (G.N.P). 
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In calculating Gross National Product, we must be sure 
to include only those items that represent a* final good or 
service. We must avoid the dangers of double counting* 
P'or example, to print a book worth Rs. 9/-, paper of the 
value of Rs. 2/- may be utilised. Since the fpll value of the 
book is included in the calculation of GNP., the value of 
this paper must not be included as a separate item ; its value 
is already included in that of the book. To include the cost 
of paper in addition to the cost of the book will thus be 
double counting. In this case, paper is an intermediate 
product, not a final good. But the value of paper used in 
our Ptomes for the education of our children should be 
counted in the GNP., as this paper is a final product. We 
must be careful not to include intermediate products like the 
flour made into cakes; or the steel used in manufacturing a 
motor car, or coal burned in the blast furrthces. Wi; must 
include only the final products, i.e., products ultimately 
purchased by consumers. 'Phus from the value of the total 
output produced by a firm, we must deduct the value of the 
raw materials and other goods purchased by it from other 
firms and used up in production. It should be noted that 
we are using the yard stick of money value in determining 
the aggregate of such a great variety of commodities produced 
in a country. The final goods are valued at the market price 
if they are sold during the year. If not, they are to be valued 
at cost of production. It is of course true that money value 
is an inadequate measure of the national income. But it is 
the best of the measures we have 'got. 

Net National Product : While the concept of Gross 
National Product is useful for some purposes\ we are, how¬ 
ever, interested in the Net National Product (NNP) for other 
purposes. The Net National Product is the net money value 

’ For cxjiniplc, for certain sliort-period purposes, the cotVept of GNP 
is perhaps the most useful of .all measures. During a war, for ex., the gross 
total of all gootls and services produced may be most signiBcant. That 
some portion <jf this gross total shoidd be set aside for dcoreciation can 
be partly or entirely neglected during such a ptyiod. Our buildings must 
be repaired from time to time, but not necessarily during a wal. Moreover, 
it is not an easy task to calculate thc^ exact depreciation allowance. It is 
easier to find out GNP than to. dctermiile NNP.’ Cf. Gilbert M. and Jassi 
G. “National Product and Income statistics as an Aid in Economic Problelns” 
•in the Readirgs in the ^Theory of Income Distribution, pp. 47-48. 
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of the final goods and services produced in course of the year. 
The word, “net”, means that in calculating NNP, we must 
deduct from the fcNP a certain amount to compensate for 
tfie using up or depreciation of the assets of businesses. 
While production is going on the buildings and machineries 
are gradually wearing out, rusting or becoming obsolete. If 
a piece of machinery becomes partly worn out in the pro¬ 
duction of this years’ output, we must deduct from the GNP 
a certain amount to provide for the depreciation of this 
machinery. Sihiilarly, a factory may have a certain amount 
of stock of raw cotton on the 1st January, l‘Ja2, and may 
use a part of this stock plus any raw cotton purchased 
during the year in making textile goods. So that on the 
31st December, 195^, its stock of raw cotton is less than that 
on the first day of the year. This fall m stocks must then be 
deducted from’the Gross National Product before we can find 
out the Net National Product. » 

The Net National Product may be said to consist of 
(a) goods and seryjees bought by consumers, (b) goods and 
services purchased by the government and (r) net additions 
to jSrivate investment. 

The Factor-payments total : This sum total of the goods 
and services has been produced by the co-operation -of the 
^factors of production, and their money value is distributed in 
various ways among the factors of production. Hence the 
national income ma,y also be regarded as the total of incomes 
received by persons supplying the services or resources used 
in production. These payhaents are generally grouped under 
four headings,—swages, rent, interest and profits. In com¬ 
puting the rflational income on this bhsis, care should be taken 
in respect of certain types of payments and of non-payments. 
The national income total pnnot include all income pay¬ 
ments received by individuals. National income is a measure 
of production,Imd should not ihe'refore include those income 
payments for which no productive service is made in return. 
These payments which are not made in return for,the making 
of goods or* services are called “transfer paynlents.” For 
example, the relief payments given by the government to the 
•displaced persons are* transfer payments as ^the receivers of 
• such relief *do^ not provide any service to the government in 
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return. Such transfer payments should be excluded from the 
national income total determined by adding the total 
payments received by the factors of production. 

There is also a certain amount of income which is not 
paid out to any individual. For example, joint-stock com¬ 
panies are in the habit of not distributing the whole of their 
earned income among the shareholders. The undistributed 
profits should therefore be included in the national income. 
Or the government collects a considerable amount of taxes 
levied on the profits of joint-stock companies and this part 
of the profits does not become income payments. Thus we 
should include all profits, whether actually paid out to the 
owners or retained in the business. We should also include 
certain types of imputed payments, such as the annual rent 
of the house where the owner lives in his house etc. 

Thus the nationalnncome is the sum totail of (a) all wages, 
salaries and other supplementary incomes earned by all'em- 
ployees,(fo) net rents of all individuals including the estimated 
rents of self-occupied houses, (c) net interests paid out to all 
private individuals, (d) net profits of businesses of all kinds 
including, (/) the incomes of one-man business like faririfers, 
incomes of partnership concerns and of professional men like 
doctoBs, (ii) net earnings of joint-stock companies consisting 
of dividend payments, undistributed profits and corporate 
taxes. 

What is the relation between the jiational income as 
consisting of earnings of all kinds (factor payments total) and 
the Net National Product (NNP) at market prices? The 
goods produced in the country are sold at market prices 
which cover the •indirect taxes levied by the government. 
TIiiis the market Value of the National Product exceeds the 
incomes paid to^the factors of production by the amount of 
the indirect taxes. Let us sup'pose that the actual cost of 
producing a certain am»unt*of output corned td R%. 100,000/-, 
which is paid out to various factors of production as wages, 
rent, interest and profit. The government levies taxes 
amounting to Rs. 10,000/- on this output so that it sells in 
the market for Rs. 110,000/-., This the mark*et value of 
the output, while the income pstyments made on account of 
the production of the output is only Rs. 100,00t)/-. llius - 
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from the money value of the NNP at market prices we must 
deduct the amount of indirect taxes before we arrive at 
j^e national income as determined on the basis of factor 
payments. 

Gross National Product at market prices—Deprecia¬ 
tion = Net National Product at market prices. Net National 
Product at n^arkct prices—indirect taxes = National income 
(or National income at factor cost). 

The Government sector : One major complication in 
framing the estimates of national income is introduced by the 
operations of the government. The government of a country 
collects a certain amount of money in taxes from the people, 
and spends large sums on goods and services and on various 
kinds of public works. Both these operations create difficul¬ 
ties fof the calculation of national intome. If the national 
inco'me is to be calculated as the sumtotal of factor payments, 
should one include or exclude taxes collected by the govern¬ 
ment and the subsidies paid by it? Should each income 
payment be counted before or after deducting the taxes? Or 
if tfie national income be calculated as the sumtotal of final 
products, should it include all goods and services purchased 
by the government? Should one include the whole of the 
► expenditure incurred by the government? Does it make any 
difference if some of the goods purchased by the government 
are not final products? 

There are at least tv;o views on the question whether 
taxes are to be included in the calculation of national 
income.® According to the first view, followed by Kuznets 
and the U.S. Department of Commerce, taxes are to be 
divided into two kinds: —indirect taxes (or business taxes in 
American terminology), and other taxes (personal or direct 
taxes). Indirect ‘ taxes, like the sale" tax, the excise duties 
etc., are not supposed to come out of any particular factor 
payment; whereas personal taxes such as income taxes are 
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paid out of factor payments, i.e., from the incomes of indivi¬ 
duals. Hence in calculating the national income as the 
iiumtotal of factor payments, these writers are inclined yj 
exclude indirect taxes (since these are not paid out of 
incomes, but are merely additions to prices), and to include 
otlier taxes (since these are paid out of incomes). Another 
school of thought including Mr. C. S. Shoup® is inclined to 
make no distinction between direct and indirect taxes in 
calculating the national income. According to them, the 
first approach requires knowledge about what taxes do or 
do not come out of factor payments, and our present state 
of knowledge about the shifting of taxes is not sufficient to 
enable us to make this distinction. So either all taxes should 
be deducted or retained in calculating the total of factor 
payments. If all taxes are deducted, we must add the value 
of the final products supplied by the government. Or if no 
taxes are deducted, we must then subtract from the sumtotal 
the value of the product bought by the government that is 
only an,intermediate product, not a firiAl good. 

The last statement about the distinction between a final 
product and an intermediate product with regard to the 
goods‘ purchased by the government takes us to the second 
difficulty for calculating the national income as the sumtotal, 
of final products. We have stated that care should be taken 
to include only the final products, and to exclude inter¬ 
mediate products to avoid the dangers of double counting. 
Arc all items of government expejnditure on goods and 
iserviccs to be assumed to be incurred on final products? Yes, 
according to the' p.S. Department of Commerce and the 
governmental authorities in Britain, which are publishing 
regular statemehts of national, income. Out of the total 
government expenditure, these authorities ^voukl exclude 
only those items that are trans.^er payments (c'.g.*" relief pay¬ 
ments, interest on government debts etc.). All other items 
of expenditure are to be included in the national income 
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total. But some economists have argued that not all goods 
bought or supplied by the government can be regarded as 
^al product. Some may be of the nature of intermediate 
products, and hence should be excluded from the calcula¬ 
tion of the national income. For example, the government 
constructs a road connecting distant villages with a main 
marketing centre. This road makes it possible for tlie agri¬ 
culturists to*bring their produce to the main marketing 
centre. It may then be regarded as an intermediate product 
which is utilised by private business for the speedy transport 
of crops. If we include the expenditure on the construction 
and maintenance of the road in the national income* as a 
final product, we may be guilty of double-counting. Tlie 
value of the transport is already included in the prices at 
which crops are sold in the market. "Kuznets accepted this 
distingiion between final products and*intermcdiate products 
supplied by the government. But he assumed that that 
amount of government products whose value is ctjual to the 
amount of direct tivces should be regarded as final goods. An 
amount of government products equal to the arrtount of 
indirect taxes is taken to be intermediate products, and hence 
is excluded from the calculation of the national income. He 
also regarded the expenditure on construction done at* or by 
• the order of the government to be the expenditure on final 
products, and hence to be included in the national income. 
While there is some truth in these criticisms, the main diffi¬ 
culty has been with regard to the question, which item of 
government expenditure is to be regarded as being incurred 
on final products, and which is to .be regarded as an inter¬ 
mediate product? Kuznet’s distinction is clearly arbitrary, 
and it is this difficulty wliich has forced many authorities 
to include all expenditure (barring some transfer payments) 

in the national income. • 

• • 

Foreign trade and national incoipe : So long wc have 
been discussing the concept of the national ineppre without 
considering *the difficulty created by the fact tifat a portion 
of the output produefed in the country may be owned by 
foreigners, while soiUte amolint of income payments, may be 
’ received by the people of the country from foreign,countries.; 
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The calculation of the national income must, therefore, take 
account of the existence of foreign trade andJPoreign invest¬ 
ment. If Britishers receive dividends from industrial con¬ 
cerns operating in India, this is a part of the national income 
of Britain and not part of Indian national income. Our 
exports are parts of our national output total, while our 
imports are parts of the national outputs of countries sending 
these goods to us. Hence in calculating the national income, 
we must take account of exports, imports, dividends and 
interest payments in and out of a country etc. In practice 
a mere transfer of ownership from a resident to a foreigner 
is not recoi'ded in the national income unless the commodity 
is exported, or its value is sent abroad. For example, if a 
foreigner buys a house in Delhi and pays the price out of any 
bank deposits he possesses in India, this transaction will not 
affect the calculation of the national income. In principle, 
of course, such should not be the case. But unless the gbods 
and services are actually exported or imported,^ they are not 
usually included in the calculations of tl^e national income. 
The authorities have calculated the surplus of all goods 
and services provided by us to foreigners over what t‘hey 
send to us, and included it in the national income. If the 
difference is positive, this represents our net foreign invest¬ 
ment. If it is negative, this is to be deducted from the, 
national income.' 

There arc many other problems involved in the defini¬ 
tion of the national income, and the discussions among the 
economists have not reached the cpnclusive stage. How¬ 
ever, if a consistent treatment of the different items is 

I 4 

followed, estimates^of the national income do not differ by a 
large margin. 

Personal income and Hispo'sable income : Two other 
concepts have to be noted in connection with'thQ discussion 
of the national income. One‘' is the concept of personal 
income. This is equal to the money payments made to all 
individuals dn the country. It differs from the national 


* Somor services j'urchased by foreigners, for example by .tourists,^ are 
assumed to exported. 
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income at factor cost in two ways. First, it includes all 
transfer payments made by the government, i.e. payments 
for which no service is rendered in return. Secondly, it 
excludes those items of income like undistributed profits of 
joint-stock companies or the corporate profits taxes, which 
are not paid out to individuals. 

Disposable income means that part of the personal 
income that remains in the hands of individuals after pay¬ 
ment of direct^ taxes. It is equal to personal income minus 
direct taxes. It should be noted that personal income ex¬ 
cludes indirect taxes as well. Dispo.sable income is the sum- 
total of money incomes that remain at the disposal of mdivi- 
duals. It is the most significant total when we want to study 
the relation of income to consumption expenditure and 
saving. The major portion of the disp'osable income is spent 
by individuals bn consumjjtion goods, and a part is saved. 
So it is equal to the sumtotal of consumption expenditures 
and saving. In other words. 

Disposable in?:ome (I) = consumption , 

expenditures (C) +saving (S) 

Relation between these concepts : We can now trace the 
relationship between the five concepts: Gross National 
Product (GNP), Net National Product (NNP), Net National 
Product at factor cost, Personal Income and Disposable in¬ 
come, considered as the sumtotal of factor payments. 

GNP = rents, -i- inteiests, + wages and other earnings, 
4-profits of unincorporated business units,-i-dividends, 
-f-undistrilvited profits,-i-corporate taxes,-}-indirect taxes, 
-f-direct taxes, and-H depreciation — transfer payments. 

NNP at market prices = GNP —depreci|ition. 

NNP at factor c(3st=kGNP —depreciation —indirect taxes. 

• * * • 

Personal Income=NNP at factor cost-f-transfer pay¬ 
ments—^undistributed profits—corporate taxes= 
GNP + transfer payments—(depreciation + indirect 
taxescorporate taxes-t-undistributed profits). 

Disposable Income = NNP at,factor costtransfer pay¬ 
ments—(undistributed profits-f corporate* taxes-f, 
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direct taxes) = GNP + transfer payments—(deprecia¬ 
tion + undistributed profits 4-corpoijite taxes-f-in¬ 
direct taxes + direct taxes). 

Utility of national income studies : Tlic study of the size 
and the distribution of the national inconK) provides the 
background for economic discussions. The data of the 
national income are an important index of thp total econo¬ 
mic activities of a country. Tliey enable us to know how 
incomes are earned and spent. From a study of these data 
we can form a correct sense of proportion about the structure 
of the economy, -viz., liow much is being spent on consump¬ 
tion and liow much is being saved etc. They enable us to 
find out whether there is adequate balance or lack of balance 
between the dilferent parts of the economy and whether 
there is present any major source of disturbance; for 
example, whether the aggregate expenditure on cajiital 
equipment is tending to outstrip or falf below the level of 
normal savings ajjpropriate to that level of the national in¬ 
come. The statistics of the national income are specially 
useful to the government. They enable the government to 
find out the extent of the inflationary gap, i.e., the propor¬ 
tion of the disposable income that must be saved or taxed if 
inflation is to be avoided ; or the extent of the deflationary 
gap, i.c., the amount of extra-public investment that must be 
maiU; if the downward movement of prices and incomes is 
to be arrested. 'Fhe budgets of governments are being in¬ 
creasingly jirepared against the iKK'kground of the national 
income data, and the government is (ietermiiiing its taxation 
and borrowing jjolicies so as to neutralise, as far as possible, 
the broad fluctuations in the national income and its main 
constituents. In advanced countries ivhere the data on the 
national income are rcadfly available, tJie governments have 
begun to publish annual surveys containing*estimates of the 
volumes of the national income, consumption, saving and 
investment in the coming year so as to enable the public to 
study the budget statements against the backgToiind of these 
changes with economy. These statistics are also of great 
help in framing economic plans for the development of the 
resources of a country. In the international sphere, the 
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available data on the national incomes of the various 
countries are ^being utilised to divide the burden of some 
international payliients among the different nations. In a 
fbdcral country like India, the data on the national incomes 
of the various states may prove useful in eu.ilding tlie 
government to* determine the amount of grants-in-aid to be 
provided to the different states. 

« 

Social accounting : The statistics of national income 
provide the Ijasis of what is called, “social accounting”. 
This accounting is presented in various forms such as the 
statements of total personal income, total personal expen¬ 
diture on consumption such as food, clothing, housing, 
furniture etc., and the total volume of savings ; or the state¬ 
ments of the balance of international transactions on current 
account, or on .capital account etc. , 

• C5nc important advantage of these variqus statements of 
social accounting is that they enable (he statistician to check 
and verify the calculations made in different sectors. The 
figures calculated in one set of accounts may be used to check 
those calculated in connection with other statements, and it 
may then be possible to narrow the range of possibilities of 
mistake. Apart from this statistical advantage, the method 
of social accounting is also of great hel[) in many directions. 
The various statements of social accounts like the statements 
of personal income and savings, statements of government 
accounts, or the statements of international transactions 
provide a good guide a,s to the changes that are taking place 
in the national economy. They are also useful in giving 
a correct sense of proportion about the structure of produc¬ 
tion in the country, about the pro[)or(ion of people engaged 
in various lines of production, and the amount and direction, 
of capital equipment. >Thcy also indicate the role played 
by the government in the economy of the country by 
pointing attention to the ratio of tdxes to national income, 
or the percentage that government expenditure* bears to the 
net national product# in any given year. 

Estimates of the National Intpme of the Indian Union: 
TFie latest available estimates relate to the 



40 


AN INTRODUCTION TO ECONOMIC THEORY 


which have been published by the National Income Com¬ 
mittee in 1951. The figures are given below: — 


Table I 

National Inc:ome of India. 

Rs. 100 crores. 


Agricullure 

r 

.. 41-5 

Mining, Manufacturing and hand-trades 

... 

.. 150 

Commerce, 'Transpoit and Communication 

... 

.. 170 

l*r(^fessions and Liberal Arts 

... 

.. 3-2 

Government Services 

... 

.. 4-6 

Domestic Scivices 

1 ,,, 

.. 1-5 

House Property 

... . • 

.. 4-5 

Net Domestic Pijoduct at factor cost ... 

1 • • • 

.. 87-3 

Net earned income from abroad 

... 

.. 0-2 

Net National Income at factor cost 


.. 87-1 


As the total population was estimated to be 341 millions 
in 1918, the per capita national income, therefore, worked 
out at-Rs. 255. 

It should be noted that these figures are only approxi¬ 
mate as many of the estimates made by the committee had 
to be based on guess-work on account of the non-availability 
of statistical date.' Moreover, as the committee itself recog¬ 
nised in India, “a considerable portipn of output does not 
come into the market at all, being cither consumed by the 
producers themselves or bartered for other commodities and 
services. The problem of imputation of value thus arises 
and takes on significantly Jarge proportions in some sectors 
of the economy.”^ The task of collecting .prpper statistics 
about the various iteiAs is further complicate'd by the 
general absence of the practice of keeping accounts among 
both producers and consumers the vast majority of whom 
are illiterate! Hence a large element of guess-.work has 
inevitably entered into these calculations. 

’ First iieport of 'the National Income Committee, 














CHAPTER IV 


SUPPLY OF LABOUR AND THEORIES OF 
POPULATION 

In this »nd the next four chapters, we propose to study 
the question, who produces the gross national product 
and how? Here we shall examine the attributes of the 
various factors of production and the characteristics of the 
organisation of production. 

Of all factors of production, the human element is the 
most important. The volume of production of a country 
depends upon the total available labour supply. Hence the 
importance of the population problem. Man is not only 
a means of production; he is also the end of production. 
The problem of population is, therefore, of double im¬ 
portance to the economist. He is interested in man as a 
producer of wealrh and as also a consumer of wealth. In 
this chapter, our endeavour will be to study the laws 
according to which the number of population is determined 
and on what does depend its quality. The supply of labour 
■depends not only upon the number of population but 
also upon its quality. The total number of population in 
a country depends upon birth and death rates, migration 
and immigration,* of which the first two are the most 
important. 

The Malthusian thleory of population : The celebrated 
Malthusian theory of population was stated by Thomas 
Malthus in the year 1798, which saw the publication of his 
anonymous book, “Essay on the principle of population as it 
affects the future improvement of society.’^ 

Essenj:ialiy 'his theory is that because of the sex instinct 

population tends to increase at a fast rate, and has been 

The population known tO double itself in about twenty- 

increases in^G.P. five years. That it does not. always do so 

while the food-sup- • i ^ r / 

ipiy increases in IS ctue to a variety of reasons, such as war 

and disease ; but the principal cause is the 
lack of means of subsistence. Food-supply, according to 
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him, docs not increase as rapidly as population. In Malthus’s 
language, the food-supj)ly tends to increase jn arithmetical 
progression, while population has a tendency to increase in 
geometrical progression. *' 

Malthus found from a study of the conditions of 
America tlial [)opulation doubled itself in c('ery twenty-live 
years. But the food-supply cannot double itself every twenty- 
live; years. Population will, therefore, have ar tendency to 
outstrip the lood-supply of a country. This has happened 
in the past, and this is likely to happen in the future. 

Hence the growth of population, if otherwise unchecked, 
woul^ be held back due to the lack of the means of 


subsistence. The growth of population may, 
wiiUomc into liowcvcr, bc checked in two ways, either 
ration unless pn;- by djiminisliing the birth rate, or by in- 

creasing the death rate. .The birth rate 
can bc checked by mpans of “foresight,, 
moral restraint, late marriage”, etc. These were called 
‘'preventive eheeks”. The increase in the death rate might 
be due to disease, famine, w'ar, etc. These were called 
“positive checks” If the growtli of population is not tes- 
trained by the adoption of preventive checks, i.e., by 
controlling birlh rates, it will ultimately bc checked by 
positive checks, i.e., by high death rates, causing much 
misery. In fact, preventive checks arc always in operation. 
“In proportion as mankind rise above the condition of 
the beasts, population is restrained by ‘the fear of want, 
rather than by Avant itself.” Except in a very backward state 
of society, increase of population is ktpt within bounds, not 
by excess of deaths (i.e., positive checks), but by* limitation 
of births, as the rcswlt of the practice of self-restraint. And 
Malthus exhorted his countrymen to adopt preventive 
checks to an increasing exfent, thereby .keeping the growth 
of population within prq,pcr-limits. ^ 

This is the Malthusian thcofy. It should be noted here 
that the theory is intimately connected with the law of dimi¬ 
nishing returns. With the growth of pppulation* as land is 


cultivated more intensely, outpyt increases at a diminishing 
rate. This is the crux of^ the situation. As population is 
doubled Jtnd so nlorc labour is applied to land, food-supply 
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will not increase in the same ratio. Hence we are faced with 
the problem of shortage of food-supply and of starvation. 

^ Criticisms advanced against the Malthusian theory of 
population : The facts of economic development in the 19th 

century have completely belied Malthus’s 

fiedhL‘’pr«Sictiom! Statement. While Malthus was 

writing his thesis, the industrial revolution 
had already begun. The 19th century saw an enormous- 
increase in the productive capacities of the world as a result 
of the spread’ of that revolution. Population increased 
rapidly in all countries, but the standard of living also rose 
considerably. The twentieth century is now witnessing a 
large increase in agricultural production through the adop¬ 
tion of the methods, of scientific farming and the application 
of machinery. Thus while changes in agriculture and 
industrial prodtiction far exceeded'- his estimate of the 
growth of the means of subsistence, the gradual adoption of 
the methods of birth-control made a great difference to his 
expectations about^the future increase of population. Indeed 
sorne of the western countries arc now faced witli the 
problem of a declining population. 

Many criticisms have been advanced against his theory 
to show that not only his predictions about the future have 
Th,= falsified, l>ut tliat t.is theory is 

cal formula is not untenable, hirsl, the mathematical for- 
corrcct. nfula that while food-supply increases in 

arithmetical progression, population increases in geometrical 
progression cannot be maintained. In fact, the food-supply 
increased more tlian in the arithmetical progression. But 
it should be remembered that the mathematical formula was 
only a convenient way of stating his premises. Unfortunately 
for the human race, the essential validity of the Malthusian 
principle of population -is not destroyed by the substitution 
of an accurate account of the groivtli of the food-supply for 
the fallacious arithmetical ratio. 

Secondly, it is .^rgued that the growth of population 
should be viewed, not in relation to the increase in the food 
supply only, but in relatiorvto the total wealth of the country. 
The agricultural production of a rich country may be very 
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small as compared to the needs of its population. But it can 
exchange its wealth for the food-stuffs of jther countries 
which possess an excess. England produces an amount of 
food-stulfs sufficient for a small part of her population. Btit 
as she is industrially advanced, she easily exchanges her 
coal and other manufactured products for food-stuffs from 
the new and undeveloped countries. 

Thirdly, as Cannan pointed out, Malthusrfailcd to take 
into account the increment of labour that came about with 

every increase in populatioa. Every person 

populatio"*^^*^iniy World comcs not only with 

lead to increasing a mouth and a stomach, but also with a 

I?r'J'^a!id"indSst?y^! hands. An increase in population 

means an increase in the supply of labour, 
which may make it ppssible to secure increasing returns in 
agriculture and indu^ry. A larger population may mean 
a better division of labour, and a greater chance for* the 
application of* machinery to agriculture. Agricultural 
production will increase enormously. Moreover, even “if 
a growth of population did tend to diminish agricultural 
produce per head, it might still be desirable in conscqudice 
of its increasing other produce per head.” 

For these reasons, Seligman pointed out that the 
problem of population was not one of mere size, but of 
efficient production and equitable distribution. An increase 
in population may enable a country to secure a better divi¬ 
sion of labour, which would not have been possible with a 
smaller population. The resulting increase in productive 
efficiency may enable it to support its population on a higher 
standard of living. Moreover, a more equitable distribution 
of income and wealth will make it possible to support a 
larger population than at present. 

Malthus has,' therefore, been* regarded as a false prophet. 
The spread of the knoiyledge of bftrth-contfolf hz^ led to a 
decline in the birth rate. Similarly, the spread of female 
education had also led t'o the same result. This has meant 
not only late marriage for girls; but tlje educated girls are 
showing a great unwillingness to have ^ big famify. A rise 
in the standard of living also results in a fall of the birth 
Tate. As* the standard of comfort increases, people find'it 
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difficult to earn a decent living till a very late period in 
life. Hence they are forced to marry late. They are also 
unwilling to have a big family, as that means a fall in their 
standard of life. “Whether a baby or a car”,—this is the 
problem for the young couple, and often the car wins. 


The optimum theory of population i Modern economists 
are now-a-days more concerned with the relation between 

the size of the population and the produc- 
Meaning of op- efficiency of the country. They no 

longer speak of a maximum population 
consistent with the means of subsistence. On the other hand, 
it is being increasingly accepted that at any given time, there 
is an optimum population for a country. The optimum 
population is that population which provides the greatest real 
income of commodities and services per head. Any increase 
or decrease in the size of the populatibn above or below the 
optimum number will diminish the real income of the 
community. 


Assuming a c6rtain stock of natural resources, a given 
productive technique, and a given amount of capital in a 

. . country to be used, there is a definite num- 

The central points , c , . , . , , 

in the theory of ber of population which Will maximise the 

optimum popula- real income per head. If the population is 

very small, there will be Uttle opportunity 
for the specialisation of work among the different workers. 
In order that therfe may be fullest division of labour, the 
population must grow to a considerable size. The larger the 
population, the wider -will be the market for various pro¬ 
ducts. There will be more scope for further division of 
labour and for large-scale production. This will lower the 
real costs of production per unit of output. 


The point of optimum population is reached when the 
income per*caj)ita reaches the maximum. As for every firm, 
- there is a best possible combination of land, 

Umum‘t"«'ihe’d *"<1 organisation, which 

when the income gives the maximum return and the maxi- 
g:r capita i^high- marginal productivity per labourer, 

so for evefty country, given the supply of 
• land, the condition and developments of industry, there is a 
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number of labour supply {i.e., population), which can bring 
about a maximisation of national wealth, ti.e., when the 
income per head of population is the highest. In our 
hypothetical firm, any decrease or increase in the number of 
labourers reduces the maximum marginal productivity. In 
the case of a country also, other things remaining the same, 
there is some population, any increase or decrease of which 
will reduce the per capita income. Thus even*a community 
of millionaires may be over-populated, if a reduction in the 
number of millionaires increases the per ctipita income of 
the rest. 


One thing to be noted is that the point of optimum is 
not a fixed point, because, as assumed above, other things 

arc not equal. We are diving in a dynamic 
tiinum*Ts"^not°^a socicj;y. Thc mistake of. Mill lay in 
fixed point, but a assuming that in any given area, the jDCSt 

movable one. „ i r i- * r j c n 

number of population was fixed for all 
time to come. With thc improvements in arts of agricul¬ 
ture and industries and with new invenrions, the optimum 
moves from point to point i.e., the number of populaiion 
that earns the highest income per head changes with 
improvements and inventions. Thus thc optimum is a 
point, but a movable point. 


Dalton deditccs thc meaning of over-population and 
under-population from this conception ,of ‘optimum*. In 

each case, there is a maladjustment of 
Dalton’s formula actual number to thc optimum. Malad- 
juslmcnt is a function of two variables. If 
JVf repre'sents the degree of mafadjustment, 
O the optimum, and A thc actual number of population, then 


to nu'asurc 
population. 


OVtT- 



A—0 

O * 




When M is equal to a positive number, this is an indica¬ 
tion of over-population ; and when M is negative there is 
clearly a case of under-population. As* in our present state 
of knowledge changes in O cannot be rneasured, this formula 
is of doubtful utility to us. Btit the'steps by which t,he 
definition is arrived at are very instructive. O is determined 
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for any area by the interplay, under the influence of 
hypothetically ^hanging numbers, of two factors, natural 
resources per head and facilities for economic co-operalion, 
including co-operation with the inhabitants of other areas. 
As A increases hypothetically from zero to O, tlie first factor 
diminishes, but the second increases and outweighs it. As 
A increases beyond O, the first factor continues to diminish 
and oiitweiglfs any further increase in the second. During 
outbursts of economic progress, the second factor increases 
with exceptional rapidity and O tends to increase with it. 
During a war and in periods following a war when political 
frontiers are suddenly changed, new tariffs and other 

obstacles to trade are set up and former trade relations 
dislocated, facilities.for co-operation shrivel, the second factor 
suddenly diminishes and O tends to diminish with it. O, 
then, ^an move either forward or baclc^vard. It is, therefore, 
not** necessarily trut that the optimum wiU always be on 
the increase. 

The value of the optimum theory lies in the fact that 
it (inables us to understand the true implication!! of the 

growth of population. According to the 

Is increasing no- • ir 

puiation ahv.ays he- Malthusians, growth ot population IS always 

neficial to .a conn- undesirable. But the optimum theory 

enables us to look at the whole thing in 
its proper perspective. If the actual population is below the 
optimum, an increase of population will increase the real 
income per head, and so will be beneficial. It makes avail¬ 
able better facilities of. economic co-operation, and enables 
us to avail ^ourselves of special skill and machinery and of 
the economics of large-scale production. But as the optimum 
point is reached, a further increase will mean ovcr-popula- 
lation, and lower income par head. An increase of po[)ula- 
tion is, therefprg, neither always good, nor always bad. It 
must be stddied in connection with fhe optimum.^ 


’ But the main cliinculty regartling this theory is that it is practically 
impossible tfl say what ihetoptimum population will be lor a country. It 
is not an easy task to measure clian^es in the real income per head in a 
country. Moreover, the ^roducti^e technique and the amount of capital 
resdlirccs available in a country are constantly changing. So the’concept of 
an optimum population is “oi extremely little pr:^tical intertst.” 
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Net reproduction rate : The growth of population in 
a country cannot be judged by studying the birth and death 

rate alone. A mere excess of the birth ra^e 
rate^*^ reproduction death rate does not prove that 

population is increasing. ^ A more satis¬ 
factory measure for the growth of population is the “net 
reproduction rate.” This is determined in this way. Let 
us first take 100 female babies, and find odt how many 
female babies they will leave behind them as they grow up 
and pass through the child-bearing age {i.e., 15 to 40). If 
we find that at the present rates of fertility and mortality, 
they Jeave 100 female babies behind them, then we can 
conclude that the present population will reproduce itself. 
The net reproduction rate will then bQ one. But if they 
leave only 80 babies behind them who pass through the 
child-bearing age, then the net reproductiorf rate will, be -8. 
It means that population will slowly d«cline, even though 
there may be an excess of birth over death. If, however, lOO^ 
new-born female babies leave behind tli/?m 150 daughters, 
the net reproduction rate will be equal to 1-5, and the 
population will then grow at the rate of 50 per cent per 
generation. 

Efficiency of labour : The effective supply of labour 
and the aggregate production depend not only on the num¬ 
ber of workers, but also on the quality of labour, i.e., their 
efficiency. The more efficient the labourers, the larger will 
be the total output of the industry of the country. Pro¬ 
ductivity of labour depends upon many factors, e.g., the 
division of labour, the advance of large-scale production, a 
wide use of the capitalistic system of production,*the quality 
of labour, etc. In this section we are concerned with the 
quality of lobour. The question is, on what depends the 
efficiency of labour} * 

The efficiency of a labourer has a physicaTas well as 
an intellectual aspect. On the physical side, it depends 

primarily on the health and strength of the 
Health and labourer. On the intellectual side, it 
worker!' depends on the skill and intelligence and 

willingness to work on his part. The health 
and strength of a labourer are dependent, to some extent. 
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etc. 


on racial factors. Labourers belonging to one race show, on 
the average, more bulk and brawn and physical po^ver than 
those of another race. The climate is also a factor influencing 
the efficiency of a labourer. Temperate climate is suitable 
for hard work, both manual and intellectual. In a hot 
climate, a few hours’ work tires the muscles. The health 
and strength of a worker depend in part on the consump¬ 
tion of nourWiing food in sufficient quantities. Just as the 
power of steam-engines depends upon the amount of fuel 
consumed, so aUso the energy of a labourer depends upon 

the quantity and quality of the food con- 
sullied by him. Most of the labourer's in 
India are underfed. So an increase in 
the quantity and equality of food-stiiffs for these men will 
materially add to their productive efficiency. Closely allied 
to food^-stuffs and equally important ^e good housing con¬ 
ditions, sufficient olothing and other necessaries of life. 

Good sanitary houses, having sufficient 
Bcticr housing ropms for maintaining the privacy of 

family life; sufficient clothing for cold 
and warm seasons; sufficient leisure to make life worth 
living ; these are necessary for the maintenance of tlie liealtli 
and strength of workers. 

Further, the general working conditions in the mills 
and other working places inevitably react* on the general 

health and sometimes on the morals of 
ventilation **fnd*”a- Workmen. The productive efficiency of a 
nitation of facto- labourer is greatly^ increased by good light¬ 
ing, ventilation and sanitation of factories. 
Even less ndise in the factories ancT soothing colour on the 
factory walls may increase the efficiency of workers. 

The efficiency of workers also depends, greatly on the 
number of hours worked. With more hours the muscles 
feel the strain of the work, the atfention of the workers 
begins to be diverted ; and after some time it becomes a 
positive strain to stick to work any longer. In order to 
overcome this difficull^, the number of hours worked must 
be shortened, and there should be intervals during the 
working day so that wbrkers may relax their ^trained.muscles 
for a while. 
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The effectiveness of labour also depends on the intelli¬ 
gence and skill of the workers. Production* is now carried 

on with intricate and delicate machines. 
inicHigcncc and xhe handling of such machines call for a 
workmen. good deal of mtelligence arnong the workers. 

A skilled and trained worker will produce 
more than an untrained man. Hence the spread of general 
and technical education is an important fact(?r as it contri¬ 
butes towards the growth of intelligence and skill among 
workers. * 

There are some kinds of work, especially of the un¬ 
skilled labourers, where education can hardly contribute to 
efficiency. Even in many industries and handicrafts, book 
education is not indispensable for a high degree of skill. 
In spite of the above observation, it remains true that when 
general education is ividely diffused in the country^ the 
eflicicncy of the' people increases. The lapid spread and use 
of improvements are greatly promoted by the ease of intellec¬ 
tual communication. 

rile influence of technical education on efficiency is 
direct. 'Fhe training of engineers and the foremen hands 
down^from generation to generation the wisdom of ages. It 
promotes arts and improvements. Great inventions arc in 
most cases made, in the workshops. Widespread vocational* 
training increases the efficiency of labour. 

The willingness to work depends on hopcfulnf^ss, free- 
dofii and cliatigc. A man must be assured that he has a 

bright fliturc before him if he proves his 
noi>crulncss, free- - The slaves had no freedom and 

loni aiu ca.mgc. j-q hope for. Hence they had no 

incentive to work. There must not be too much monotony. 
Changes of work and association develop fresh creative 
energy. ' .. 

Lastly, the cffic’ency of workers is often greatly 
influenced by the efficiency of employers. An efficient 
employer will install the best machines, purchase the best 
raw materials, and will so oo-ordinate the actions of the 
different factors in such a way that each worker gets The 
right materials at the right moment. As a result, the 
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efficiency of workers is bound to increase. One reason for 
the alleged low cfliciency of Indian workers may probably 
be the comparative inefliciency of management which does 
not always care to utilise the I.)est machinery, or more 
machines per worker. 



CHAPTER V 


CAPITAL 

f 

What is capital? One of the most controversial topics 
in economics is that of capital. All economists are agreed 
that capital is a factor of production, and that it is not an 
original factor. But as regards the content and meaning of 
capital, there is no consensus of opinion. The most logical 
conception is at variance with many of the popular ideas 
about the subject, while the latter are certainly not logical. 

It is better to start with popular ijleas. If a business¬ 
man is asked the question, what is your capital, he will 

probably refer to the value of his net 
ot goods dcstimai investment in the business in the form of 
to be used in pro- buildings, machines, raw materials, etc. 
duction. j.|^g capitalised value of 

his undertaking as a going concern, based in part upon his 
goodwill, and in part upon the value of the buildings, etc. 
But the economist is not concerned with the valuation 
aspect of capital. To him, the term includes all physical 
agents of production, excepting natural resources and labour.^ 
Capital, in economics means capital goods:—tangible, 
material objects which are the result oilman’s labour in the 
past, and which arc meant to be used in production, and 
not in immediate consumption. To take an analogy, as in 
the fairy tales, suppose some fairy has caused everybody to 
fall asleep instantaneously in a modern commdnity. Every¬ 
thing else is left intact, and into this sleeping city the 
prince of the fairy talcs happens to walk in search of his 
princess. What will he find oh a survey of the products of 
the place? He will find a small volume of .products in 
various forms which b^ve been devoted to the satisfaction 
of immediate wants; for example, the food on the dining 
table or in the kitchens; the clothes »and shoes that are on 
the persons of the sleeping lieauties ,* luxurious apartments 
in which the princess is .perhaps dreaming. These are con¬ 
sumption goods. Next he will find a large volume of goods. 
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which could not be put to such immediate use, or which 
would not be ^o put, but which would be used to satisfy 
future wants. These, if the prince is an economist, he will 
recognise as the capital of the country. This category 
includes the houses and buildings in which work is carried 
on, or which are necessary to business; the machines and 
tools which are housed in such buildings ; the raw materials 
which are us^ in producing things; and the provisions and 
other goods which have been set aside for the support of 
the workers wlfile production is going on. 

Capital has, therefore, been defined as “produced means 
of production”. Attention should be drawn to the word, 
“produced”. All capital goods are products, the result of 
human labour in the past. It is thus contrasted with land 
and labour which are “original” factors. It should be noted 
here that there arc many writers who arc inclined to con- 
sid!^' land, even labpur, as capital. Capital Js produced by 
the expenditure of labour and the use of natural resources. 
It is, in the words^of Wicksell, “a single coherent mass of 
saved-up labour and saved-up land, which is accumulated 
in t^e course of years”.* 

Capital is a means of production as oppo.scd to goods 
which are consumed immediately. But the distinction 
between capital goods and consumption goods is one of 
degree only. It is not made on the basif of any physical 
difference between the two classes of goods, but on the use 
to which they arc put. The same goods may be capital and 
non-capital. The house in which I live is not capital. But 
if the same house is ifted as a place of work, it becomes 
capital. CeJal which is burnt in the blast furnace of the 
Tata’s is capital; but coal which is burning in our kitchens 
is not capital. , 

This is the usually accepted meaning of capital. But 
some economif?ts,* like Fis*^ier, argue for a broader and more 
logical concept.. Capital is fcqrrclatiye of income. It con¬ 
sists of those goods from which we derive an income. But 
money incohie is only a proximate fact. Behind money 
income, iTes “real” ihcome, .which consists in the utility 

ft • 

"i 

^ Lectures Pol. Economy. Vol. I. Page 150^ 
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which a person derives from the consumption of a commo¬ 
dity. fncome is thus a stream of psychic satisfaction. All 
wealth yields utility, and therefore all'wealth is capital. 
Income is a series, a stream of utility yielded by goo'ds 
throughout a given period, and capital is the present value 
of all such utilities, mature or immature regarded as a stock. 
The definition is certainly logical, but is difficult to follow 
in actual practice. ^ 

Classification of capital : Capital may be regarded 

from the standpoint of the society and from the standpoint 
of the individual. On this basis, capital is classified into 
socicti and private. As pointed out in the previous section, 
from the social point of view all things, other than land, 
which yield income arc to be regarded as capital, including 
things in public oiVnership. Private capital is capital 
regarded from the individual point of view." Anything from 
which tlie individual expects to derive an income is private 
capital. A government war loan is capital from the stand¬ 
point of the person giving such loan, r but is not capital 
fiom tiie social standpoint. 

Social capital is divided into (1) consumer’s capital and 
(2) producer’s capital. Consumer’s capital consists of those 
finished goods on which consumers live while producing e.g., 
houses, clothes, ^ood, etc. 

Producer’s auxiliary or instrumental capital consists of 
all goods which aid labour in production. Tools, machines, 
factories, railways, flocks, ships, etc., are producer’s capital. 

Social capital is further divided into fixed capital and 
circulating capital. Fixed capital consists of'those goods 
which exist in durable shape and the return to which is 
spread over a period of considerable duration, e.g., machines. 
Circulating capital serves its ends but once, like cotton, 
leather, etc. Cotton when manufactured i A to n yarn ceases 
to be cotton. In this, connection, the distinction between 
old investments and floating capital should be made clear. 
Money once invested in machines, tools, etc., remains locked 
up there. After a period the value of 'the machinery depends 
upon their productivity.* These machineries are known as 
old investments. The command over goods in the form of 
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a given money value which can be applied to any purj^ose, 
is often described as free or floating cafntaL 

Production wifh capital : Production with capital is 
uiftially said to be round-about production. Bohm Bawerk 
gives a nice illustration of this. In the primitive community 
with no capital; whenever a man felt thirsty he went to the 
s[)ring nearby and drank water with the help of his hands. 
He could not*store up water, and hence it was most incon¬ 
venient as every time he felt thirsty he had to walk to the 
spring. Instead of satisfying his thirst directly, suppose he 
devoted a day in producing a wooden bucket, and i hen used 
the bucket in bringing w'ater from the sj^ring. He ^ould 
now store up some water, and was saved the trouble of -going 
to the spring on and often. Suppose, next, he hits upon the 
plan of laying wooden pipes direct fi;om the spring to his 
house so that he^ would have a large lyid constant siij)ply of 
wa^r i*n his house. ,The construction of pipes certainly took 
more time than that of the bucket, "rims tlic employment 
of more capital makes production more round-about. It 
should be noted that the round-about metliod of production 
is iftually more productive. 

Functions of capital ! The aim of all economic activi¬ 
ties is to secure a surplus by increasing the utilities and 


I Use of capital 
increases the quan¬ 
tity of product and 
cheapens it. 


diminishing the costs of production. 'The 
capitalistic system of firodtiction affects tliis 
surplus in two ways. It increases ihe 
stock of commodities and constantly dimi¬ 


nishes the cost. Capital aids labour in production. It aids 


the labourer with tools and machinery, and thus makes 


labour more productive by increasing the total output and 


decreasing the cost of production. • 


Capital nor only gives tools to labourers, but also gives 
subsistence to them ejuring fhe process of production. The 
, • •capitalistic method is a long drawn-out 
method of produc- • proccss. Ponncrly,^ the individual artisan 
tion is a long- used to make a thing from the beginning 
drawn out process. ^ village cobbler would make 

a pair of*shoes by doing everything from the tanning of 


the hide to the giving of a» finishing touch to the shoe and 
selfing it in the village. Unless he had* his own small 
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capital to live on during the process of production, he had 
to wait until the shoes in the final shape were sold. But 
tlic period of production was not a long one. At best it took 
only a few days, and everyone, whether he was a Hottenfbt 
or a Britisher, used to have provisions for a few days. The 
village cobbler would finish one pair and then begin another. 
But in the modern factory system, raw material is coming in 

at the one end and the finished product is 

Capital synchro- going out at the Other end. Now shoes are 
ni/cs labour and ? ii'-iii ^ ^ 

consumption, begun and finished almost at the same ins¬ 

tant.’^ The function of capital is, therefore, 
to synchronize labour and consumption. The labourer has 
not to wait for the finished products to be sold. He gets his 
daily wages. The capitalist advances tl\e labourer his daily 
wages, though the product in which the labourer has a share 
reaches the consumer'months after. • ‘ 

« 

Capital helps the process of production by giving the 
labourers materials of industry of the utmost variety and 

complexity. They arc able to use semi- 

Capital*' helps manufactured materials which they, are 
rials of industry. ^o fashion into finished commodities. 

Without a large use of capital this process 
could' not have been adopted. 

The capitalistic^system of production is a round-about' 

method of production. The interposition of capital lengthens 

the period of production. Now-a-days a 

tai makes ihe sys- l^^^g period intervenes between the begm- 

tein of production ning of a shoc and its final delivery to the 
a round-about one. n-., i* • • f t i i 

consumer. The division of labour has been 
brought to its highest efficiency by the employment of capital. 
Capital is necessary for the purchase of raw materials, for the 
construction of factory, mfill and machipery, for paying wages 
to labourers, for the stacking of go6ds for distribution to the 
rctafler. vThe greater the participation of qRpital, the more 
round-about the process of production. On the other hand. 

Use of capital ^ definite part of the^ process of production 
means continuity in is finished very rapidly by the help of 
production. machines. Capital, > thus, shortens the 

period bf a patticular process but lengthens the period of . 
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the entire process; and thus increases the productivity o£ 
labour to th^ utmost. From the standpoint of a society, 
capital means continuity of production. 

Accumulation of capital : Capital gro^vs out of saving. 
The formation of capital goods is possible in one of the three 

ways. People who arc now busy turning 
consumer’s goods only may work 
harder and for a greater number of hours 
for a few days, thus producing more consumer’s goods than 
before. A portion of these goods may be set aside, and may 
be used up in the following days when they may devote? them¬ 
selves to turn out some capital-goods. Secondly, the j^eople 
may decide to devote a part of their working time to produce 
consumer’s gpods and devote the res’t of the time to make 
some capital-goods. In this case, they will have to forego the 
consumption of a part of the usual volume 5f goods since the 
aggregate volume of consumer’s goods is less than before. 
Lastly, people may divide the work of producing two kinds 
of^oods among themselves. Some may remain busy turning 
out consumer’s goods, while others are making capital. In 
this case, those who arc producing consumer’s goods, cannot 
consume the whole of their output. They will have to 
support their colleagues who are making* machines. These 
people have to Ije supported till the average period of 
production is over, i.e,, till the time taken to produce final 
consumer’s goods witl^ the aid of the capital-goods. So they 
must abstain from consuming the whole of the available 
consumer’s goods. In order that capital may grow, people 
must abstain from consuming the whole of their income. 
They must save. But it may be asked: wiiy should people 
agree to abs^in from consumption? The main reason is 
that such abstention will make possible the production of 
capital-goods. The use of Capital *in production increases 
the productivity of labour. So we can have a larger volume 
cf goods*afterwards, »if we take a little trouble to save and 
accumulate capital than if. we devote the whole of our time 
arid resources to producing only consumer's goods’. 
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The growth of capital, therefore, depends on the volume 
of saving. The latter, in its turn, depends (jn the level of 

money incomes of the p*eople. If the in- 
ings depends on comes are so low that nothing remains after 
the level oi money meeting the bare necessaries of life, the 

volume of savings must necessarily be 
small. The higher the incomes, the larger the likelihood of 
the volume of saving in a country. But even if the level of 
money incomes is sufficiently high, that does not always 
ensure that people will save the surplus. That will depend 
on a variety of motives and circumstances. 

"Fhere are several motives which induce an individual 
to save. Impelled by the motive of prudence, he may save 

with a view to building-up a reserve fund 
again'st unforeseen contingencies or rainy 
days." Or, he may like to'make adequ^i^e 
provisions for the future education of his children, or the 
marriage of his daughters, or for his old age. Thirdly, he 
may want to improve his standard of living, and so save for 
that purpose. Fourthly, he may like to bequeath a fortune 
to his family, to leave behind sufficient funds for the main¬ 
tenance of his wife and children. Fifthly, moneyed men 
enjoy a great honour and prestige in our society, and so he 
may dream to be counted rich one day and to enjoy power 
and prestige. I..astly, he may be guided by the spirit of pure 
miserliness with an unreasonable dread for spending money 
on anything whatsoever. These motives may be summed 
up as motives of prudence, foresight^ improvement, family 
affection, pride and avarice. , 

In modern communities, a portion of the savings also* 
comes from such institutions as joint-stock Companies, etc. 

'The peofJle in ‘charge .of these institutions 
Motive of sav- gave bQcause of the motive *of,prudence. 
pifbUc imMuiiionL They Want to make adequate financial 

provisions, out of their resources, to meet 
the depreciation of all assets. They also, save for fhe purpose 
of securing liquid resources ,to tide over emergencies, 
difficulties or depressions., Lastly, they- also save from the 
motive of enterprise. They want to accumulate sufficieint 
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resources to enable them to carry out further extensions of 

plants without incurring any debts. 

* 

• The strength of these motives will depend on a variety 
of circumstances. For example, there must be security of 
. life and property. Otherwise, nobody will 

Security of life anything. For, what is tlie good of 

and property. . ^ ° ’ -r ° • 

, foregoing immediate pleasures if one is not 
sure that one will be able to enjoy the fruits of his hard- 
earned savings,in the future? The motives of savings will 
be strong if a country possesses good opportunities for safe 
and profitable investment of capital. "Fhe strength of these 
motives will also vary according to the customs and habits 
prevalent in the community, education, religion, etc. 

Saving and the rate of interest : . I’hc influence of the 
rate of intcresl ®n the volume of savir^’ has been the subject 
of^discussion in recent times. Writers like Marshall were 
of opinion that the rate of interest was one of tlic factors 
which governed the volume of saving. The higher Ihc rate 
of interest, i.e., the larger the reward for saving, tl]^e liiglier 
wdfl be the propensity to save and vice versa, 'fherc will, 
of course, be people who will save less when the rate of 
interest is high. People who have decided to save such an 
amount as to enjoy a certain fixed income afterwards will 
have to save a smaller sum if the rale of interest is high than 
if the rate is low. There will also be others who will go on 
saving, whatever tlie rate of interest. These are the rich 
people, or people with an excessive degree of jnudence. 
Moreover, the joint-stdek companies which save a consider¬ 
able amouiU save from motives which arc not influenced in 
any way by the height of the rate of interest. Hence many 
writers like Ldrd Keynes have cast serious doubts on the 
connection between.the rate of interest and the volume of 
saving. In tlfeii- opinion, a high rat^^ of interest will depress 
economic activities, and dafnp down the volume of invest¬ 
ment. As a result, the aggregate money income will shrink, 
and given fhe same propensity to save, the volume of savings 
wall be reduced. Tfte aggregate volume of savings is deter¬ 
mined by two factors, the ’level oi money incomes, and the 
propensity to consume out of the money incomes. At a low 
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level of money incomes, the volume of saving will be 
comparatively low. But as the level of money incomes rises, 
given the propensity to consume out of fhose incomes, the 
volume of savings is likely to increase. 

The fact is that if individuals are rational, they are 
likely to save more out of their incomes when the rate of 
interest is high. A high rate of interest means higher rewards 
on saving, and so on purely rational ground#, people will 
save more. But saving is the least rational of all things ; it is 
surrounded by all sorts of social customs and inhibitions. 
Moreover, savings are often a “buffer,” which adjusts changes 
in expenditure to changes in income. “When the money 
income of the consumer is rising or when prices are falling, 
his standard of life will frequently lag behind the rise in 
the purchasing power, of his income; he will find himself 
saving.”^ And converf^ely when prices are rising or incomes 
are falling. So rational conclusions do npt always determine 
the volume of savings. “Nevertheless, for problems of the 
“long-run” variety, the conclusions of the theory of rational 
saving are likely to be more valid.”* 


* Boulding, K. Economic Analysis, p. 653. 
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LAND 

In early economic writings, land occupied a very 
important position as a factor of production. Land was 
understood to refer not only to the total area or surface and 
the different kinds of soil, but also to the climatic conditions 
of a country, the mines and forests, the river and the sea 
fisheries, water power of all kinds, etc. In short, land meant 
all natural resources of a country, resources which were given 
by nature and who'se supply was more or less fixed. 

^ T^is last Characteristic of land,*z.e. (fixed supply) so 
impressed the classical writers that they }>laced land in a 
separate category from all other factors of production. 
According to them, land was a free gift of nature, and as 
such involved no cost of production; wliile all oilier factors 
were the result of human labour. Land was regarded as 
fixed in quantity and not reproducible. There were certain 
qualities of land which were considered indestructible. The 
soil, according to Ricardo, possessed certain “original and 
indestructible powers.” On account of thbse characteristics, 
land was supposed.to be subject to a special law, the law of 
diminishing returns. But in recent times, these statements 
have been called in question by a large number of writers. 
Like land, other goods are also in their original form free 
gifts of nature. The fact that a certain amount of labour, 
when applied to a piece of land, produces a given output 
does not make the transaction in any way different from 
that when labour is‘applied to a piece of machinery. The 
supply of land rnay be fixed geographically. But then every¬ 
thing in the world is fixed in quantity. Many lands which 
are now as^barren as deserts may be converted into fertile 
soil by njeans of suitable irrigation works. As a result, the 
supply of land from the economic standpoint will increase, 
jujt as the installation of'a new* steel plaint will, increase 
the supply of steel. It is not correct to §ay that land has no 
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cost of production. In fact, into many acres of land there 
has been put as much labour as into cqijally valuable con¬ 
crete goods. Hence it is no longer possible to maintain the 
distinction between land and, for example, capital. In the 
short period there are also many other things whose supply 
is as inelastic as that of land; while the long-period supply 
of land may be as much clastic as that of many other capital 
goods. The law of diminishing returns, wiiichVas supposed 
to be applicaljle specially to the case of land, has now been 
found to be valid in the case of other factors* as well. 

The law of diminishing returns : This law was su]> 
poseef to be applicable specially to land. Indeed a Scottish 
farmer is .said to have the first to state the law. Every ex¬ 
perienced farmer knows that he cannot'raise an unlimited 
amount of produce profitably from one acre o^ land. As he 
cultivates a particular plot of land more intensively by-apply¬ 
ing more labout and capital, the produCe does not increase 
in the same ratio. If one puts forth double one's elfort in 
cultivating one acre of land, at first the total output may be 
doubled'or more tlian doubled. But if the quantity of lalxmr 
and capital is doubled a second time, the total output will not 
be doubled ; it will be less than double. This is the law of 
diminfsliing returns, which has been stated by Marshall in 
the following terms; —“An increase in the capital and labour . 
applied in the cultivation of land causes in general a Ic.ss 
than proportionate increase in the amount of produce raised, 
unless it happens to coincide with an improvement in the 
art of agriculture.” • 

Let us illustrate the law. In the next table fehree bighas 
of land are cultivated, at first by one labourer, then by two 
and so on. Each of the labourers is equipped with (say) a 
plough and other necessary agricultural tools; and the land 
is adequately manured,and irrigated. The •thyd column 
shows the total product in each case, and tjie last column 
shows the additional product ^ue to the employment of the 
additional labourer. , • 

It is evident from this table that at first if another 
labourer .with prpper equipment *is added to the one already 
working, total product may increase by more.than in the 
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first case. But if a third man is added to cultivate the same 
land tlie additional product docs not increase in the same 
ratio. This is the point of diminishing’ returns. 



Land 


, Larourer 

Total 

Product 

AuDinoNAL 

Proi)ik;t 

3 

bighas 

t 

1 lalx)UTcr 

35 niauiuls 


3 



• 2 labourers 

75 .. 

40 maunds 

3 

»9 


3 

112 

37 

01 ,, 

3 

9 $ 


4 

• 

142 

30 


^ TJic curve In Fig. 1 represents the law of diminishing 
returns. OX mcajjures the amount of lalwur and capital 
applied to a particular piece of land and OY measures the 
additional product. At first, the land may not be adequately 



cultivated, anci ais more and more units of labour and capital 
are applied, the returns may increase more than propor¬ 
tionately. This is represented by the upward slope of the 
curve from A to P. After the stage P is reached, any further 
application of labour ’and capital will cause the returns to 
increase at a diminishing late. So the curve slopes down¬ 
wards from that point. 
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Here it should be noted that the law refers not to the 
price, but only to the total volume of the produce. Another 

thing that must be remembered is that the 
The law refen ro does not State that the returns or pro- 

price. duce dimmish. Total produce increases^ 

but increases at a continually diminishing 
rate. It is a case of diminishing increment. Another fact 
to be noted is that the diminution in produce*is not due to 
the decline in the fertility of land after continuous cultiva¬ 
tion. Ill stating the law of diminishing retulrns, we assume 
that the fertility of the soil remains constant for the time 
being. The application of more labour and capital to a 
fixed area of land will yield diminishing returns. 

The tendency towards diminishing returns operates in 
two ways. First, as it becomes necessary to raise more pro¬ 
duce, the farmer may begin to cultivate land of inferior ferti¬ 
lity, or less advantageously situated than the former land. 
Hence the return to his labour will decrease in the second 
case. This is known as extensive cultivation. Secondly, the 
farmer may apply more labour and capital to the same land 
which he cultivated before. In this case also the yield will 
be less than that in the first case. This is known as intensive 
cultivation. Marshall assumed that a farmer applied labour 
and capital to a plot of land in successive “doses”, each con¬ 
sisting of a given'amount of labour and capital. As a culti¬ 
vator applies more and more doses of labour and capital to 
his land, the additional produce due to each successive dose 
decreases. A stage will come when the additional returns 
due to a particular dose of labour and capital will be exactly 
equal to the cost incurVed on account of the‘labour and 
capital. This dose of labour and capital is known as the 
marginal dose. And the land to which this dose is applied 
is known as the marginal land. ‘ 

The law is based upon certain assumptions: The first 
assumption is that the land is already utilised in the best 
known manner. Adequate amounts of labour and capital 
have already been applied in the cultivation of the land. 
It may be that a particular piece of land has been so under- 
cultivated that 3 further application 6i labour and capital 
yields, not diminishing returns, but increasing returns. 
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Hence we must assume that the land has been cultivated in 
the best possible manner. Secondly, it is assumed that 
agricultural skill and knowledge and methods of cultivation 
rfimain the same. There is no discovery of new resources, 
no change in the technique of production, no new invention 
or scientific discovery. If a new invention, or a change in 

the technique of agricultural production 
Limitations of i^c increases the productivity of existing 

land, the operation of the law may be 
entirely counteracted for the time being. For example, 
after 1919-1920, there occurred an increasing use of machi¬ 
neries in agricultural production and great appliratipn of 
science to agriculture. The result has been an over-produc¬ 
tion of farm products. Under such cirt uinstances, the law 
is clearly held in check. But the operation of the law is 
not completely stopped. The tendency is there, and the 
mdmerit man stops.his unceasing search for scientific pro¬ 
gress, it will come into operation. 

The law of diminishing returns as applied to spheres 
of production other than agriculture : So far we li^ivc con- 
siddred the application of the law to agriculture. The 
classical writers held that the law was also valid in other 


spheres of production, viz., mining, urban land, fishery and 
indeed in all sections of industry. 

In mining, if there is no improvement in the arts of 
mining, the tendency to diminishing returns shows itself. 
Apart from the possibility that the deposits in the mine will 
be exhausted sooner or later, it becomes necessary in most 

of the 'mines to go deeper for an increased 
in^mfning'^ Supply, with a resulting rise in cost. The 

cost rises as the cost of lifting deposits 
increases. As the mines are to be worked deeper the under- 
structure of the surface must be made stronger; better 
lighting anrjl airing systems must be introduced and thus 
cost goes on increasing and there is a tendency to lessening 
yield with increasing depth. 

In urban land, tfie law is also operative. In modern 
days ’ of steel-frame construction sky- 
n ur an an . scrappers can be built with twenty, thirty 
. or fifty storeys. Sooner or later, however, a stage is reached 


5 
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where the gain from building additional storeys tends to 
diminish. Tlie poorer light and air on the Iqwer floors, the 
cost of lifting goods and materials, the difeculties of super¬ 
vision l;)egin to tell, and tell the more and more storeys ate 
added. I'lie tendency to diminishing returns asserts itself. 

In fishery, especially in river fishery, there is a limit to 
increasing returns from an increasing application of labour 

and capital. The available supply of fish 
In fishery. ^ fertility of land, is 

limited; hence a point comes after which an increase in 
the supply of labour and capital gives but a diminishing 
rate of increase in the catch. In sea fishery, however, the 
supply being very great, there is hardly any tendency to 
diminishing returns. 

The law of variable proportions : In recent times it 
is being increasingly recognised tliat the, law of diminisliing 
returns is not applicable only to the case of land. In our 
statement of the law, we assume that the supply of land is 
kept fixed, while increasing cpiantitics of other factors are 
applied to land. In this case total produce increases At a 
diminishing rate. But this holds good in every sphere of 
production. Whenever a fixed supply of any factor of 
production has to be w'orked with increasing quantities of 
other co-operating factors, the total output tends to increase 
at a diminishing rate. Modern writers now speak of a law 
of variable proportions. For technical or other reasons, it 
may become difficult to increase the supply of a factor of 
production ; or the additional supplies that are available are 
of inferior qualit^\ If it becomes essential to increase the 
output, other factors of production will be combined with 
a fixed supply of that factor, or with larger* amounts of the 
same factors, but of inferior' efficiency, the expenses of 
producing the additional output will tend to‘increase. It is 
not necessary to assume that 'the proper combinations of 
factors have not been made. Even if the employer is fully 
efficient, it may not be possible to increase the supply of 
someone or other agent of prpductioh. This is of especial 
importance in the case qf land: The supply of good land 
is fixed. If it becomes necessary to increase the produefion 
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of agricultural goods, recourse must be had to land of 
inferior quality, or the good lands may have to be culti¬ 
vated more intensely than before. Hence the total produce 
’V^ill not increase proportionately. The same is true with 
regard to capital and other factors. Even if an eflicient 
employer may have to combine increasing quantities of other 
factors along with a fixed amount of capital, the additional 
output will then be raised at higher cost per unit. The 
marginal cost of production will tend to increase when a 
large output is produced. Whenever a fixed supply of a 
factor or a number of factors is associated with increasing 
supplies of other agents, the tendency asserts itself.^ Re¬ 
stated in this way, the law of diminishing returns is of 
.universal application in all spheres of production. 



CHAPTER VI 


ORGANIZATION OF BUSINESS 


I’hc rise of the entrepreneur class is one of the natural 

corollaries of the modern Industrial Revolution. Before the 

advent of the Industrial Revolution, pro- 

The entrepreneurs duction was simple, markat was limited 
are those persons j i i j i n 

who manage the capital employed was also very small. 

or^anhMition”™^*S co-ordinating the activities of 

produSon? ° difEerent factors of production was not a 

difficult or exacting^ one. Hence the best 
type of men was not required to manage such industries. 
The advent of the Industrial Revolution, changed every¬ 
thing. Production is now on a large-scale, machines used 
are intricate an*d costly, large amounts of capital are used, 
the condition of world demand is to be studied and produc¬ 
tion adjusted to that demand, big risks *in production and 
marketing are to be taken. And the task of combining‘the 
factors in suitable proportions has been rendered highly 
difficult. The importance of persons who undertake this 
task has increased enormously. 'Fhese men who control and 
guide modern industrial system are known as Entrepreneurs, 


Functions of the entrepreneur : The modern entrepre¬ 
neur is a man of first-rate importance. It is his function to 


He decides what, 
where and how to 
produce. 


decide what to produce, where to produce 
and how to product*. He plans the whole 
business from start to finish. ‘He decides 
the quality and the quantity of the pro¬ 


duct. He selects and purchases machines arfd sees to it that 
no materials are wasted. Hd co-ordinates the different 


factors of production in* right proportions, sftid e^iploys each 
factor in such work for which It is best fitted. 

The classical economists considered that management 
He is the con- was a most important, function bf the entre* 
troiler of the busi- preneur. It vjas his Business to manage and 

superintend the different operations of his. 
business! But with the growth of joint-stock companies, \he 
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actual work of management is being left more and more to 
salaried managei^s. These salaried managers cannot be 
regarded as entrepreneurs. Hence it is no longer regarded 
as essential that entrepreneurs should themselves manage 
their concerns. But the fact which distinguishes the entre¬ 
preneur from the salaried manager is that the former is the 
ultimate controller of the whole business. The entrepreneur 
is the persoif or persons who control the business and have 
the power to determine its policies. 

Then he* has also some distributive functions. The 

whole income of the business comes to 

He distributes the him. He has to pay proper remuneration 
money-income tor , j t u j i r- •/: ..u 

the factors. land, labour and capital. Even if there 

be loss, the other factors will not suffer. 

They must be paid according to the terms of contract. 

Thus the most important function of the entrepreneur 
is his risk-taking. • Every factor of produ(;tion has to face 

some risk no doubt, but his risk-taking is 

But his most im- qf a special kind. His risk is an indetcr- 
portant function is 

risifc, taking. minate and immeasurable one. Modern 

production is carried on in anticipation of 
future demand. The modern system of production is a 
long-drawn-out process. It takes months to bring out 
finished products to the market. The entrepreneur must 
study the demand for the commodity, the supply already in 
the market and tj^en undertake production. If he miscal¬ 
culates, if there is one weak link in the whole chain of his 
calculation, production may result in loss instead of profit. 
The greater the complexity of the modern system of pro¬ 
duction arid marketing, the greater the chance that they may 
be totally upset by an unforeseen cofttingency. Fashions 
may change, or new inventions may makq his plans totally 
worthless from the point of view of profitable employment. 
He assun>es such risks and hence his importance in the 
modern system of production. , 

It has also been stated by some writers that the entre- 
^ * 

praneur performs a special function in pro- 
duAion. His main function is innovation. 

innovation. 

, Hfe is the pioneer in his own line of 

business, undertakes new tasks, adopts new processes, and 
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goes ahead of others in introducing inventions and 
improvements. ^ , 


The supply of the entrepreneur class : Great captains 
• of industry are born and not made. They are geniuses, and 


The supply of 
first-class brains is 
scarce. 


like all geniuses their supply is based upon 
factors which are beyond human know¬ 
ledge. Freedom of opportunity and a 


wide diffusion of education are the means 


for the discovery of persons having such unusual gifts. 


But average business ability is not very difficult to 
attain. General and technical education among the workers 
of the industry will make them more intelligent and if they 
are given fair field, some of them may turn out to be able 
businessmen. The son of a man already established in 
business starts with m'arked advantages over others. Once 
the firm is made a going concern, a man having average 
business ability may keep it running. Sons of many captains 
of industry, though they themselves are cf average business 
ability, have run their fathers’ businesses quite successfully. 
But in some cases they fail to manage their fathers’ business. 
But their failure does not mean that the business will be 


ruined.' They may become sleeping partners, with fat pro¬ 
fits, taking as partners men who have unusual business 

ability. Thus the ranks of successful 


But the supply 
of men of average 
ability is not scarce, 
and their ranks arc 
constantly filled by 
men from below. 


businessmen are constantly being filled up 
by men drawn from the lower rungs of 
the industrial ladder. Men who have 
shown unusual business ability in the 
nf^agement of small businesses and have 


become successful in competing with big business even with 


their small capital may, in tkne, become captains of industry. 
A well-balanced university education and ^ejfperience can 
promote business ability. 


Forms of business organization : We shall now discuss 


the different legal forms under which, the entrepreneurial 
functions are organised. These are ’’usually classified as 


single entrepreneur system, partnership, joint-stock com¬ 
panies, co-operation, and government managemjent. 
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The single entrepreneur system : In this form, the 
business is owped and managed by a single individual, who 
alone is responsible for its success or failure. The peasant 
proprietor, or the small retail grocer furnishes a good illus¬ 
tration of this system. This form of business possesses many 

advantages. The proprietor takes a great 

<!• •t*!* 1^* 

personal interest in his business, and tries 
to make it efficient. Secondly, responsible to himself alone, 
he possesses the freedom and the opportunity for taking 
prompt action. The necessity of consulting a large number 
of partners, or shareholders does not hamper his initiative. 
His business secrets cannot leak out through the indis¬ 
cretion of- partners. Lastly, in businesses which are simple 
in nature, and which do not require a large amount o^ 
capital, he cgin shine at his best. He can produce things 
to suit the individual tastes of his customers or can devote 
himself to the production of artistic goods. " 

The main disadvantage of this form lies in the fact that 
a single individual is seldom in a position to invest a large 

amount of capital in his business. And 

Disadvantages. , , . . , 

® modern businesses require large invest¬ 
ments of capital. And even if he is in a position tg do so, 
the risk will be very great, for he is personally liable to the 
full extent of his property for all debts of his business. 
Hence at the present time, this form of business is gradually 
losing ground to joint-stock enterprises. Only in agriculture, 
the individual still occupies the predominant position. 


The partnership : The partnership is an association of 

a few persons well-known to each other and actively engaged 

* in the undertaking. It is the simplest and 

Often it has arisen thg oldest form of association of two or 
from the fact tliat. « . rx-i i i i 

businessmen* have niore Dusmessmep. The legal character- 

taken their ablesf istic of partnership is the joint and 

employees as part- liability of partners for all debts. 

" Tl^p creditor of such a firm can secure the 
full amount of the debt frQm anyone of the partners. Of 
course, the partner who has paid jhe shares of debts of others 
may obtain his money back by a contribution * suit. As 
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regards the size of partnership, while there are some firms 
which have attained gigantic proportions, sijiallness is the 
rule. Often the business is started by a single entrepreneiyr 
and if any of his capable employees wants to break away 
with him, he offers him a share in the business and thus 
retains him instead of allowing him to start a business of his 
own. 


A partnership can secure a larger amount of capital than 
a single individual. The unlimited liability of several men 

enables them to raise more capital, as it 

partnership^* offers a greater margin of safety to the 

creditors. Another advantage lies in the 
combination of men of ability. Each partner can specialize 
in a particular branch of the business; one may be entrusted 
with buying, another v/ith selling and so on.- This leads to 
great efficiency. ^New blood can be infused into the business 
by taking in new partners. As several men have to be 
consulted, the resulting decision is likely „to be sound. On 

the other hand, there is also the possibility 
** of serious delays and disagreements m 
making decisions. Another disadvantage is the lack of 
continuity of the partnership. On the death, or lunacy or 
insolvency of one of the partners, the whole business stands 
dissolved. Lastly,* the unlimited liability of each partner 
for the debts of the concern deters many rich men from 
joining a partnership. 


The joint-stock company : It ds an association of 
individuals, known as the ^shareholders, or stock-holders, who 
, join together for the purpose of carrying on 


Difference between 
a company and a 
partnership. 


a Specific business, and agret to supply the 
capital. A'^ grofip of individuals draw up 
the articles of incorporation *in .which the 


name of the company, the purpbse for which it is formed, 
the nature and the amount of the capital to be issued, etc.. 


are clearly laid down. These articles^are then" submitted 


to an officer of the Government. Aftfer he has issued the 


certificate of incorporation,, the company can commence its 
operations. The "company is, thereafter, looked upon as a 
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legal person, and can sue and be sued in its own name. 
Unlike partnerships, therefore, its life is independent of the 
lijjes of the shareholders; it has not to be dissolved on the 
death of any shareholder. If all the existing shareholders 
of a company die simultaneously in an earthquake, the shares 
would pass on to the heirs, and the company would go on 
as usual. It^is an association of capital, not of persons. 
Another difference between a partnership and a joint-stock 
company lies in the fact that while the liability of the 
partners for the debts is unlimited, that of the persons form- 
. . .. ing a company is limited. Each share- 

Limite lability, bolder is usually liable only to the extent 

of the value of the shares that he has agreed to subscribe, 
though in some cases, the liability may be limited to double 
the value of the shares. All the risk that they run is that 
if the company becomes bankrupt, they will lose the value 
of the shares they have purchased. The creditors of the 
company cannot attach their other properties. 

^The capital of a joint-stock company is raised by the 
issue of shares or stocks of small denominations to the public. 

Any person can take up as many shares as 

Ife?em‘ial7ha*res.^'^^ though in some cases, a ■ limit 

^ might be put to the amount which could 

be bought in one name. The shareholdefS, or the persons 
who have bought the shares, are the proprietors of the 
•company. Each of these shareholders has the right to attend 
a general meeting of the shareholders, the right to give his 
vote in determining the policy to be pursued by the company, 
and to elect the directors, and the right to receive dividends, 
i.e.y shares in the profits of the concern. Shares arc sometimes 
•divided into two types— ordinary shares and preferential 
shares. The difference Ijetween these two types of shares 
lies in the fact that the company agrees to pay a fixed rate 
of return on the preferred shares, while the rate of dividend 
on the ordinary shares is uncertain. Moreover, dividends 
must be paid on the preferential shares before any profit can 
be distributed to the ordinary shareholders. Of course, if 
the pompany earns nd profit, the preferred shareholders do 
'not get any dividend. Sometimes Cumulative Preferential 
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Shares are issued, upon which back dividends must be paid 
up before any dividends can be declared on,ordinary shares. 
There is another way in which these shareholders get pre¬ 
ference over the ordinary shareholders. If the company goes 
into liquidation, the former must be paid in full out of the 
realised assets before anything can be distributed among the 
ordinary shareholders. 


Bonds or deben¬ 
tures. 


A part of its capital may be raised by a company by the 
issue of bonds or debentures. A bond or ^debenture is a 

certificate of indebtedness issued by a 
company, bearing interest at a fixed rate 
and repayable after a fixed number of years. 
The bond-holder has no voice in the management of the 
company; he is the creditor of the company, and not its 
owner. In case of liquidation, the bond-hplder must be 
paid in full before any assets can be distributed among the 
shareholders, both preferred and ordinary. Bonds are thus 
safer than shares, but they do not carry the chance of very 
large returns in case the company is exceptionally successful. 
The capital of a company is thus divided into different 
groups to suit the different classes of investors. 


Though the shareholders are the owners of the corpora¬ 
tion, they do not manage its affairs. The actual work of 
• management is left to salaried managers,' 

Management of a the shareholders elect from among 

company. « o 

themselves a Board of Directors to super¬ 
vise the operation of the business. The directors determine 
the general policy of the company*.' Thus in this system,, 
ownership and n^nagement have been successfully separated. 
Another point to Ife noted is that though the management of 
a joint-stock company appears to be democratic, actually it 
is highly oligarchic. In practice, the vast majority of share¬ 
holders do not take any active interest in‘the affairs of the 
corporation, and do nqt take care to attend*the meetings, or 
to cast their votes at all. A group of persons usually succeed 
in having a controlling percentage of^the total ^'shares, or in 
getting a sufficient number *of shareholders to sign over 
proxies. These active,. domifiating ‘ persons control the 
business. 
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Advantages : It has facilitated production on a large 
scale. Formerly, jt>usinesses requiring millions of rupees 

could hardly raise such sums. Now the 
ft has made ioint efforts of many result in a large-scale 

f troducLion onaX. j..- ■ j j 

argc-scale possible, business. Cost of production IS reduced 

‘ and products become cheaper. Thus 

consumers as a class are benelitted. 

It has gii/en a stimulus to the saving of capital and its 

investment. Persons, having small surpluses, do not find 

that surplus useless, but can invest in shares 

It has increased of small value. Further, by separating risk- 

taking from investment, it has induced all 

classes of persons to save capital. Those 

who are willing to ujodertake risks buy shares, and those who 

want to take no risks buy bonds. Among the shareholders, 

risk-taking is further graded according'to the degree of risk, 

as the shares are divided into ordinary and preferential 

shares. Ease of transferability and the establishment of 

stock-exchanges, where shares can be freely bought and sold 

at any moment, have given further stimulus to saving and 

have made the system very popular. Shares are sold and 

bought in the market like any other commodity and the 

investors can withdraw their money whenever required. The 

ease of transfer serves to bring the industry under the control 

of able men to the exclusion of ignorant, incapable and weak 

men. Those who fan judge best of the prospects of an 

enterprise and can exercise influence towards its skilful 

management, buy out these who are incapable and afraid to 

take any risk. 

The joint-stock system has promoted risky and venture¬ 
some investments. The liability being limited, and the risk 

undertaken,by each individual shareholder 
risky entefpnS^. being snjall, the directors can launch into 
• venturesome project's. The progress of in¬ 
vention in modern times and t,he diversification of industry 
have been possible only on the assumption of bold risks by 

companies. The joint-stock system has the 

neS mor? stobk!**' advantage of stability. It is not to be 
^ wound up with the death of a shareholder 

•as in a partnership. The management is ^easily flexible, and 
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new blood can be infused in the directorate. Having huge 
capital at its disposal, it can afford to .secaiire the services 
of the best industrialists as its managers, and a fair degre^ of 
success is thus ensured. 


The disadvantages arise chiefly from the ease of transfer- 
ability of the shares. Control of the industry may pass not 
only to the shrewd, but also to the unscrupulous persons. 

Those who are inside the industry as 
The control may directors and others who know the in¬ 
puious hands. ternal working of the firm, may sell their 

shares when they scent any danger without 
disclosing it to other shareholders. Thus the innocent 
members of the public who buy such shares will have to 
undergo losses. Or, when the directorrs learn that a big 
dividend is going to be declared, they buy up. as many shares 
as they can, only to *sell those shares again at a high price. 
Thus they try to make money by s'peculation which is 
condemned by public opinion. 


Tlicre is no es- 
pirit * de corps 
among the directors 
and shareholders. 


Another disadvantage is that it weakens the sense of 
association for common end. The sense of association is 

weakened, partly because the shareholders 
are too numerous to know one another, and 
partly because the shares change hands too 
frequently. The team-spirit with which*^ 
partnership is worked is found wanting in it. Whenever 
there is any change of danger to the enterprise, shareholders 
begin to sell the shares, and the general stampede that 
follows injuries everybody. Each fcoks to his own interest 
and “the origin*^ notion of joint venture for common profit 
or common loss iff forgotten.” 

Another defect whic]? should not go unnoticed is that 

the divided responsibility increase's the temptation to laxity 

inherent in joint-stock management. How- 

the ever .able the directors are, they are bound 

partnership or one to delegate a certain portion of their work 
man firm. ^ i. j* .. " i. • 

to subordinates, one manager being in 
charge of a department. There is a want of proper 
co-ordination b.etween the different departments, thoug]|;i the 
heads of departments are subordinate to one .chief. 


It is 
vigorous 
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Selection of em¬ 
ployees may not 
oe efficient. 


Sometimes, the directors like to follow the line of least 
resistance by consulting their own ease and avoiding the 

trouble of taking risks. But this evil has 
R may also lack been counteracted by another inherent 
tendency in human nature. It is to look 
beyond pecunialy gain, an ambition to prove one's ability." 
Often the manager is emboldened to take the initiative, as 
he is generall)^ offered a definite share in the excess incomes. 

Another disadvantage from which the joint-stock 
management suffers is the want of elasticity in the matter of 

discipline. The managers cannot, like the 
private owners, make use of their personal 
experience of men’s character and rely 
upbn the honesty of the workers, instead of 
applying mechanical methods of checks. 

On the whole, k might be said that the,advantages far 
outweigh the disadvantages. It is doubtful whether modern 
system of large-scale production would have been possible 
witlymt the joint-stock organization. The superiority of this 
form becomes evident when we see that it is gaining ground 
over other forms of business organization in almost all spheres 
of production. 

Co-operation : Another form of industrial organization 
is co-operation. It Js opposed to the capitalistic system of 
production, in which the capitalist hires the labourers and 
remunerates them for ^their services. The chief evil of 
modern capitalism is the gradual cleavage between the 
interest of the capitalists and those of the^ labourers and the 
antagonism betiyeen the two classes. Bolshevism, Com¬ 
munism, Socialism and various other movements are mani¬ 
festations of this,class struggle. Co-operation is a form of 
industrial organization in which the capitalist is eliminated. 
The workers themselves subscribe ’ the capital, manage 
the industry and divide the profits among themselves. 
Beginning from the manager down to the unskilled labourer, 
all are proprietors of. the industry, there is no longer any 
. indl^gnity in work, no master and servant relation. ‘ 
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Co-operation is principally o£ two kinds: —co-operation 
among producers and co-operation amon^ consumers or 

productive and distributive co-operation. 
prSuctkm^*^" When production is carried on by an asso¬ 
ciated group of workmen, who distribute 
profits among themselves, it is called productive co-operation. 
It is the verdict of the economists that productive co-operation 
is a failure, though not an absolute failure. Irt some spheres, 
especially in the field of agriculture and small industries, it 
has been attended with some degree of success, probably 
because in these fields, industrial leadership is the least 
wanted. But in industries of moderate size, co-operation has 
failed to prove its worth, the chief cause being the elimina¬ 
tion of the entrepreneur. The managers of the co-operative 
producers' organizations have been men possessing a low 
order of ability; thf workers, as they are themselves the 
masters, do not subject themselves to the strict control of 
the managers and therefore discipline is wanting. “The 
essential difficulty in the way of co-operation in production 
is that it attempts to supersede the businessman where lie is 
most needed. Its failure is at once a result and a proof of 
the variety and importance of business leadership”.^ Further, 
there is the difficulty of obtaining sufficient capital and 
securing markets. Still we must not be blind to its advan¬ 
tages. It serves.to eliminate class war; tends to create in* 
the workers a sense of self-respect and if properly worked, 
brings larger returns to the labourers themselves. 

The second type of co-operative organization is an asso¬ 
ciation of consumers for the purpose of the wholesale and 
^retail sale of goods. The common principle 
is to divide profits among the members in 
proportion to the amount Of their purchases 
from the stores. In contract wifh the productive co-operation, 
it is an unqualified success. The consuilidlrs of a locality 
combine and start a shop of*their own w'ith small shares 
subscribed by themselves. The object is to supply necessary 
commodities to the shareholders. shop 'purchases at 

wholesale prices and sells the comiribdities at retail prices. 


Co-operation 

distribution 


in 


‘ Taussig, Principles of Economics. 
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The profits are distributed among the consumers, or the shop 
may sell at a Iqjver price to its own shareholders. But the 
effect is the same. The profit of the middlemen is elimi- 
nrTted. Its success is due to the fact that it has a constant 
body of customers. There are no costs of advertisement and 
the customer Who participates in the profits is not very 
much exacting as a purchaser. Several co-operative sales 
stores have branches throughout the world. These stores 
have often started productive organizations under themselves 
to supply the necessary articles of sale. 

Concerns under public management : Finally we come 
to another form of business organization in which the govern¬ 
ment or the local authorities own and manage the whole 
concern. I’he Government of India owns and manages the 
Railways, Post offices. Telephones, etc. In the western 
countries, many municipalities own and operate their own 
state railways, waterworks, electric light plants, etc. In case 
of government-managed concerns, it has become the usual 
practice to entrust Phe management of these businesses to a 
special Board or a Committee of experts, who are to manage 
them on business principles free from all political or 
sectional pressure. In India, the internal affairs of the state 
railways are managed by the Railway Board. But the 
a ultimate control is retained in the hands of the voters in 
a democracy. 



CHAPTER VII 


THE ORGANIZATION OF PRODUCTION ; 
DIVISION OF LABOUR * 


Division of labour : One of the important character¬ 
istics of the present economic system is the division of 
labour. In primitive communities, there 'was, of course, 
some sort of division of labour. In the garden of Eden, it 
is said that Adam delved and Eve span. But the principle 
has been applied extensively in modern economic societies* 
Originally, this division of labour was confined to the 
members of the family. As time went on, people began to 
look upon the village as an economic unit in place of the 
family. Different families of the village betook themselves 
to different occupations in order to make the village a 
single self-sufficient economic unit. The progress of mate¬ 
rial civilization, the invention of machinery and. the 
widening of the market through greater transport facilities 
have led to the widening of the economic area, and thus 
division of labour has come to be more minute and complex. 


The pre-requisites for division of labour are (a) the 
extent of the market and (b) continuous production. If the 
. labour of producing a thing is to be pro- 
pcrly divided, many men must be em¬ 
ployed at different* tasks and consequently 
production wil^ have to. be carried on a large sffale. Unless 
the market is wids enough to absorb this large output, it 
will not be profitable to produce on a large scale. Hence 
a wide market’ is a necessity Tor disposing the products. 
Division of labour is, therefore, limited b) the extent of 

the market. 'Secondly, if there is to be a 
duction"^^^* minute division of labour, there must be 

continuous production. If there is only 
intermittent work, the worker is obliged to find other occu¬ 
pations in the slack season ; in that case the greatest amount 
of economic gain from division of labour cannot be secured.. 
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Division of labour may be simple or complex. Under 
the simple form, a workman carries through the whole of 

one of the stages of production, e.g., the 
'Phe geographi- cobbler, the carpenter. Under the corn¬ 
labour. form, one stage or production is split 

• up into several operations. In a shoe 
factory, a pair of shoes is not made by a single cobbler; it 
is the handiwork of some eighty workers. Another phase 
of the division of labour is the geographical division of 
labour. With *the rapid development of the transpiort 
system through the establishment of railways, opening of 
canals, and invention of steamships, one particular locality 
or country began to specialise in the production of a com¬ 
modity in which it possessed some natural advantage or 
some advantage of aptitude and skill. Thus Bengal specia¬ 
lises in the cultivation of jute while B^rar is devoting itself 
to cotton. 

* § 

Advantages and disadvantages of division of labour : 

The advantages of division of labour have been stated long 
ago by Adam Smith. The main result is a vast increase in 
procfuction. Adam Smith wrote that an individual pin- 
maker could not make more than 20 pins a day when 
working alone. But 10 men, by proper division of labour, 
could produce at least 4,800 pins a day. This increase in 
* productivity is due to a variety of reasoijs. First, if the 
work is suitably divided, each man can be given that work 

for* which he is best fitted. There will 


It places the bc no waste of energy as a skilled man 
propr place!” ^icft have to do a work which can be 

* done in the same-efficient manner by an 
unskilled worker. Thus it provides scope for the best 
utilisation of natural aptitudes. Secondly, it increases the 
dexterity of every individual worker. A man who works 
continuously at'otie task for a long time will acquire special 
skill or dexterity in doing* it. Wqrkers will, therefore, 

become efficient. Moreover, there will be 
another type of gain from such specialisa¬ 
tion. • A m^n may do everything better 
than another, but his superiority is more marked in some 
• lines than in others. Under proper division of labour, the 

6 
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first individual will confine himself to only those lines where 
his superiority is the greatest. The principle is specially 
‘applicable in the theory of “comparative cost/' and is an 
iiiUJortant source of gain that a country derives from ^ its 
foreign trade, 'ffiirdly, there is a saving in time and tools. 
As the worker is continuously employed 'in one kind of 
work, he has not to waste time in passing from one job to 

another. There is a saving in time in 
There is a sav- another way. As the worker needs know 
toSis. only a part or the processes of producing 

a commodity, the period of his apprentice¬ 
ship is shortened. There is thus an economy in time and 
effort. There will also be a saving of tools. Each machine 
is to be used for a particular purpose. It has not to be 

re-set to perform some other functions, 
tion of^m.ichh^T Foijrthly, division of labour has led to the 

invention of machinery. Smith cited the 
instance of the boy who made an improvement on steam- 
engines in order that lie might have more time to play. 
As the processes of production arc split up, each particular 
process becomes easy and simple. Such an operation'may 
then be entrusted to a machine invented for that particular 
purpose. Thus “clivision of labour results in a vast increase 
of production, and a substantial lowering of costs. 

But the disadvantages of the division of labour are not' 
negligible. Extreme division of labour as between persons 


There is loss of 
slcill and cfTieieney. 


. leads to the following disadvantages. 
There is a loss of skill and of a sense of 
responsibility. The worker becomes a 


mere machine jtender. • He feels no joy in his work, no 


pride in his product, as it is not solely his handi^vork, but 
a joint product of a host of workers unknown to each other 
and perhaps separated by thousands pf miles. The respon¬ 
sibility for making th,e product perfect is divided between 


thousands of men, and henCe it becomes nil. Secondly, 

division of labour tends to monotony. 
^lUeads to mono- Tending the same machine, Repeating the 

same work day in jSend day out, deaden the 


sharpness of intellect, ^urb the artistic sense and narrow 
The vision. It‘ stifles and represses all powers of initiative-. 
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Thirdly, extreme dependence of workers on one branch of 
work may lead to unemployment, when for any reason the 
demand for th£ commodity falls. 

* The following harmful effects follow from the extreme 
territorial division of labour. The dependence of one sec¬ 
tion of the country upon a particular 

.uneni"loymenf product may be perilous if there is an 
• enforced cessation of production. If one 
country be dependent for its food-supply on another country, 
its food-suppl/ may be stopped if hostility breaks out. 

Secondly, extreme territorial division of 

It may lead to labour results in the localization of Indus- 
■enforced cesssation ^ . t i j • i .. 

of production. tries. In the localized industry there may 

bq demand for only one class of labourers. 

In iron districts only strong men arc employed. I'hcrc is 

no work for 'women and children. • Hence tlic average 

income of one working class family may be vfiy low, though 

the male workers of the family may earn 

It leads to cojiiiiaratively high wages. The remedy 
dust^es. this evil lies in the fostering of supple¬ 

mentary industries in the neighbourhood 
to give employment to women and children. 


The use of machinery : its advantages and disadvantages : 

We have seen that modern complex division of labour is 

closely connected with the invention of 
use^f^ma'Sinery^ machinery and the industrial revolution. 

We propose now to deal with the econo¬ 
mics of substituting machinery for labour and the attendant 
evils of substitution. The econon).ies of using machinery 
arc the following: Some kind of work GX)uld not have been 
performed by human strength without the use of machinery 
and Nature’s powers. These things can bd done easily by 
machines. Nw human being could^ ever think of moving 
things which are now moved by a crane. In most cases, 
machinery can work faster aftid is 'more productive than 
human beings. Machinery works more accurately than man. 
A machine exactly re*peats its operations. The component 
parts of a machine ar^ all standardized products. The parts 
caif be replaced. If a part goes’ wrong, it can 5e easily 
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replaced by a new one which exactly fits in with other parts 
of the machine. This system of interchangeable parts has 
increased the use of machinery and has* increased produc¬ 
tivity. Machinery reduces cost of production. Things hzfve 
become cheaper and many commodities which were formerly 
within the reach of rich men can be enjoyed now-a-days by 
a family of workmen. 


Effects of machinery on labour : Machinery relieves 
the strain on human muscles. Heavy and^ laborious tasks 

are performed by machinery. The work 

chfi^Sy^on^lateSrl drudgery and all works which require 

constant repetition of the same process are 
now performed by machines. A printing machine, now-a- 
days, even folds the newspapers; this folding involves a 
drudgery and monotony of the extreme type. Secondly, 
handling of machinety requires some intelligence and sense 
of responsibility among the workers. Modern workers, thus, 
being in charge of machineries, become more intelligent 
and responsible. Machinery improves the quality of 
labour. Thirdly, machinery diminishes the barriers betK/een 
different trades and makes labour more mobile. Machines 


for the production of a commodity can easily be adopted, 
with minor differences, to produce another commodity. So 
it is possible for a worker to move from one industry to* 
another if he so desires. As for instance, the workers who 


have learnt to handle machines for tnaking watches can 
move to the industry of making guns, where the machineries 
used are almost similar. Lastly, inachinery increases the 
efficiency of labour and raises its wages. The n2ore capitalis¬ 
tic the system of production, the greater the use of machi¬ 
nery, the lower will be the cost of production, profits will 
be higher and with them** the wages. 

Disadvantages of machinery : But thp introduction of 
machinery throws men out of employment. Sudden intro¬ 
duction of machinery is thus opposed to the interests of 
labour. The trade which used to give bread to thousands of 
workers can be managed by a •comparatively few men and 
the workless labourers go to the wall. England witnfessedc 
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that during the period of Industrial Revolution (1760—1820). 

India is experiencing that now. 

• • 

The most injurious efiEect is on the relation between the 
capitalists and workers. The workers who were previously 
engaged in the village handicrafts now feel the pinch of 
sudden unemployment, and are pushed to the industrial 
centres in search of employment. They may get employ¬ 
ment in the factories, but lose their former freedom. There 
is no personal touch between the highly paid manager and 
the workers. They become parts of a machine. The con¬ 
genial home atmosphere which prevailed under the domestic 
system of production is gone. Capitalists and labourers come 
to think that their interests are antagonistic to each other. 
And thus the seeds .of class-war are sown. Another injurious 
effect of machinery is on the health and morals of the workers. 
They had to work long hours amidst unhealthy surroundings 
and had to live in unhealthy bustees. The labour of children 
and women was used without any regard to their health. 
The promiscuous jinixing of males and females and the 
shajneful condition of housing accommodation lead to moral 
degeneration. All such evil effects arc not necessarily the 
result of the introduction of machinery, nor are they perma¬ 
nent in character. They are the results of maladjustment 

at the initial stage of industrialisation and 

the "icfcctsTh? in- greediness of the capitalists. If the 

troduction of ma- factory laws are rigidly enforced, and if the 

vastiy^bcncfida^*^^" people take more interest in the welfare of 

the workers, the evils will be remedied to 
a great extent. In spit*e of its defects, machinery has done 
a great service to humanity. Humhn life has become more 
enjoyable and richer for it. 

Machinery and unemployment : Maclfines arc usually, 
but not alwaysf labour-saving devices. When they arc intro¬ 
duced, there is ^generally a displacement of labour for the 
time being. The same work’that Was formerly performed 
by 100 men* is now done by (say) 5 men. In the short run, 
the introduction of Vnachineries has usually led to un¬ 
employment among porkers. * Labour and capital appear to 
be \:ompetitive, one displacing the* other. • 
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On this ground, therefore, the introduction of machines 
has generally been opposed by the labourers. The period 

in which England was ptissfng through the 
Technical inven- industrial revolution saw extensive riots ‘in 

tlOn Hllci UTICJU'' 1*1 1 111 1_ * 

ployment. which workcrs smashed the new machines 

that had robbed them of •their work and 
bread. Bui the situation is not as distressing as the labour 
leaders make out. Tii the heat and dust of controversy, it is 
lorgoiten that capital and labour both co-operate in the pro¬ 
duction of the national income. Capital without labour is 
dead, and labour without capital is inefficient. If both 
co-operate, the income of each mounts up. In fact, in the 
long run, the introduction of machines, instead of creating 
unemployment, adds to the aggregate employment in the 
country. Suppose that in the cotton * textile industry, a 
labour-saving machine is introduced. For, the time being, 
some labourers will be unemployed. But they will soon 
be absorbed in'^the following way. As a result of the intro¬ 
duction of machines, cotton goods will be cheaper. If the 
demand for such goods is clastic, consumers will buy more 
of such goods. The result will be expansion of the induJitry, 
and rc-cmploymcnt of some workers in the expanded 
industry. If, however, the demand is inelastic, and the 
consumers do not increase their [jurchases, their expenditure 
on cotton goods will be less as the goods will be cheaper 
than before. They will have, therefore, more money to 
spend on other commodities. Production will expand in 
other industries where unemployed labourers will be em¬ 
ployed. Some workers will also be absorbed in the industry 
for making the machines. Lastly, as a result ©f the intro¬ 
duction of machines, those workers who are employed will 
earn higher wages than before, because nwichincs increase 
the productive efficiency tif labour. They will spend more 
money in buying comipodities, and additionfll ^^orkers will 
be engaged in meeting their wants. In those various ways, 
the displaced labourers will be slowly absorbed in the 
industry as a whole. Moreover, it should not be forgotten 
that machines chcajien the producR, and so far as the 
workers themselves consume these chea^i products, they gain 
as a class. In fact, the goods which are usually consuAied 
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by tlie working class lead thcinselvcs easily to inventions and 
improvements. Hence it has been truly said that though 
in the short run labour and capital are competitive, in the 
lofig run they are complementary. 

All this, of course, happens in the long run. During 
the period in .which adjustments slowly work out, many 
workers may be ruined. Others may, after a hard search, 
hnd work in^ trade for which they were not trained, and 
hence they will get lower w^ages than before. 'The dur.ition 
of unemployment depends on the power of the leaders of 
industry to respond to new situations, and on peo[)le’s 
capacity to adjust themselves to new trades. 

LARGE-SCALE PRODUCTION 

• 

Both the division of labour and the application of 
machinery are Ultimately related to kirge-scale production. 
Unless production is carried on on a large sc^jle, the division 
of labour and the use of machines on a large-scale are not 
possible. When |>rodiiction is carried on on a large-scale 
tile, producer secures certain advantages, or economies, 
known as the economies of scale. Following Marshall, we 
may classify those economies into two groups, external and 
internal. • 

External economies are those which bcci)me available 
to all firms in an industiy because of tlie growth of the 
industry as a whole, or because of the growth of subsidiary 
industries. A typical example is the decrease in the cost 
of machineries as the ryuimber of firms using these machines 
increase in,an industry. The more cotton mills there are 
in a country, the larger will be the sc^e on which textile 
machines will be manufactured with resulting fall in their 
costs of production. All cotton mills will benefit as a 
coiisetiuence. tThe advantages of localisation fall in this 
class. In a large industry.it beco*rnes profitable to issue 
trade journals and technical publicittions which benefit all 
firms in tho industry. As an industry grows in si/e, certain 
processes may be spliiiup, and can be performed by specialist 
firms with mutual b.enefit fo* all parties. The more cotton 
mMls there are in a locality, the inore profitable i^ is to set 
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up repair workshops in that area. The mills secure expert 
advice and help in the matter of repair of machinery, while 
the repairing firm gains from having a li»rge number of 
customers. When a large number of firms concentrate c in 
one area, they secure the advantages through the availability 
and training of skilled labour, provision of .better transport 
facilities, etc. It should be noted that what are external 
economics of one industry may be internal^ economies of 
another. For example, the lower cost of machines available 
to the cotton textile industry is due to the int^ernal economies 
of the machine-manufacturing firm. 

Internal economies are those that arise within the firm 
itself as a result of the increase in its size. They are 
independent of the general growth of the industry and 
are the result of the efficiency of management in any 
particular firm. These economies may be grouped under 
five heads, technical,' managerial, marketing, financial and 
the distributiop of risks. 

f. The technical economies are of many kinds.'-"'A large 
establishment can use many expensive machines, each made 
specially for one particular purpose. It can afford to ‘buy 
the best and up-to-date machinery, and make use of large 
machines worked by steam or electricity. It can thus secure 
all the economies regarding the use of machines.'^’ Small 
establishments can also use small machines, but there is on 
many occasions a purely mechanical advantage in using 
large machines. A large furnace or a large boiler is more 
economical than a small one. Moreover, unit by unit, the 
cost of operating large machines is draper than that of small 
ones. The same number of operators may be .required to 
operate a small* or a large machine, and as the large 
machine yields a large output, the cost pf operating it 
becomes less per unit of output^ DThere is also an economy 
of materials. A large establishment can ptrevent waste by 
utilising some or all of its by-p^^od^cts. A large sugar 
factory, producing large quantities of molasses, can set up a 
plant for the manufacture of power alcohol from molasses. 
It will not be profitable for a small factory, producing only 
a small quantity of molasses, to^do so. The utilisation of 
by-products wilk enable the firm to sell the main product 
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to a lower price. Lastly, division of labour can be carried 
on further in a large establishment than in a small one." 
Each person c^n'then be employed on a narrow range of 
work, which suits his special ability. There is, therefore, 
a great economy of skill. 

r. (A* In a small business, the owner has to do a variety of 
jobs like planning his output, buying the raw materials, 
selling the product, engaging and managing the workers, 
etc. He may be equally efficient in all tliese types of work. 
But this is unlikely. As his business grows in size, lie may 
himself specialise, leaving many minor work to subordinates. 
He will then be free to concentrate on the more difficult 
work of organization. ^ In a large business, the work ’ of 
management can be split up into a number of departments 
and be put in charge of specialists. In this way a good deal 
of managerial e,conomies may be secured when production 
is on a large-scale. 

»■ A large firm can also secure large marketing economies. 
As it has to purchase raw materials orilTlarge-scale, it may 
be able to buy at favourable rates. A large buyer is able 
to secure better rates than a small one. Its selling costs are 
also small. It can advertise effectively, though the cost of 
advertisement per unit is small. It can afford to ,engage 
the services of expert buyers or expert sellers. A large tea 
firm can employ an experienced tea-blender, skilled in the 
selection and blending of tea. 

A large firm also enjoys a number of financial economies. 
Because of its size, it is likely to be more widely known 
than a small firm, and so is in a position to secure loans 
from banks on better terms. It. can issue shares and 
debentures and sell them among the public more easily 
than a comparatively unknown small firm. 

large firm is in a better position to’ spread his risk" 
than a sniall^one. He** can affor^ to develop different 
markets, including markets^ in foreign countries. If the 
demand in any one market slatkcns, it may increase in other 
markets. So this will enable it to reduce the risks of 
fluctuations in the demand for his product. Similarly, a 
large bank with nation-wide branches may be able to spread 
its Yisks by investing its funds in different industries and 
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in different localities. It will not find all its loans frozen 
if there is depression in any particular industry or region. 
A large firm may also arrange to produce 'a Variety of goods 
so tlial it may lie able to balance the effects of a possible 
slump in one product against those of a boom in another. 

Limits to the expansion of a business : • The (question, 
then, arises: in view of the substantial gains from large-scale 
production, why do we not find firms continiij^ly expanding 
to gigantic sizes? In actual life many small firms existing, 
in an industry. How do we explain this parydox? It must 
be due to the fact that there are limits to the gains from 
large-scale production. The fact is that in general the 
larger a firm grows, the gain to be secured from further 
growth becomes usually less and less, and on the other hand, 
the greater become the difficulties consequent upon that 
growth. First, the economies of division of labour and large 
machinery will not continue indefinitely. After a certain 
stage is reached, further growth will' not secure greater 
technical economies. “A large furnace is more economical 
than a small furnace, but a point cotiies beyond which 
further growth is uneconomical.” Secondly, the limited 
cajiacities of men offer a serious obstacle to the growth in. 
the size of firms. Difficulties of management and supervision 
increase with every extension in the scale of business. 
Every time that a further division of labour is made, every 
time a new branch or a new department is opened, the task 
of co-ordinating the separated departments becomes more 

and more difficult. “The big firm is a 
ordiSion*^* Series of wheels witbin wheels, an elaborate 

hierarchy, in which every decision requires- 
the consulting of this man, the referring to that man, the 
permission of a third, the agreement of a« fourth, so that 
decisions becon’ie endlessly delayed.” There must come a. 
stage when the machines become too unwiekily to manage, 
when the increasing difficulties of co-ordinating and super¬ 
vising the work of thousands of individuals and branches- 
will swallow up all the economies of large-scale* production.. 
Thirdly, in order to produce on a lasge-scale, a firm would 
have to raise large sums ^ of money. It may not be always 
possible to sccute money for expansion at the right moment. 
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The businessman who wants to increase the size of his 
business may not be able to finance it from his own 
* rfcsources. He may borrow from banks or 

financial obs- other institutions ; but it would mean that 
tacles. 

he would be burdened with fixed interest 
charges on loans and after a certain point he may feel 
reluctant to saddle himself with too huge fixed interest 
charges. Moreover, the lender will insist that the borrower 
must provide adequate securities out of his assets and so the 
borrower’s capikcity to borrow ivill be limited by the amount 
of assets possessed by him. He may also turn his concern 
into a joint-stock company and raise money from the public. 
But then he woidd have to surrender his indejjcndence, and 
work in accordance with the wishes of the shareholders. 
This may have a cramping influence on his initiative and 
enterpri.se, as a result of which eflicieney of the concern may 
suffer.^ Fourthly, the demand for the product may be 
subject to considerable fluctuations. Here "the large firm 
may be at a di.sadvantagc. The organization of .such a firm 
is more elaborate, and its equipment is highly specialised. 
Herlce it will find it difficult to adapt itself to new and 
changed conditions of demand. Thus this fact sets a limit 
to the expansion of a bu.sine.ss. Lastly, though a firnji may 
secure some economies of production by expanding, it may 
not always be profitable to do so, for, there are certain 

“costs of growth”® which may impede 

Costs or growth. ^ i 

expansion, i he hrm must spend money 
for marketing its enlarged output. The expenditure upon 
sales organization and*^ upon marketing may increase so 
rapidly as the firm attempts to grow, that further growth 
may become unprofitable. Tlie existence of imperfect 
markets and the inertia of buyers set a limit to the growth 
of a business. 

Econonfies^'of small-scale production : There are also 
certain advantages peculiar' to small businesses, which 

Advantages of account to Some extent for their survival, 
the small producer. The individual energy of the owners 
of small businesses is "a great asset. There are men who 

-- ^ , 

WT. Scitovsky. Welfare and Competition, pp. 19.S 200. 

* E. A. G. Robinson. The Structure of Competitive Industry, p. 120. 
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will work more efficiently for their own than for others. 
They can supervise every section of the work. The workers 
are constantly under their eye, and hente there is no 
shirking of duty. The personality and drive of the smfill 
employer galvanise the employees also, and they often give 
their best to the beloved master. He can give greater 
attention to details than the large producer. Another 
important advantage is that there is scarcely any serious 
problem of co-ordinating the separated departments, often 
pulling against each other. The small firm has to consult 
fewer people; decisions can be reached easily and quickly. 
Where an industry requires frequent and immediate deci¬ 
sions, the small firms thrive. That is why small firms are 
predominant in those industries where changes in fashion 
are constant, and where the conditions of production are 
changing. Standardisation is not possible iq these industries. 
The small producer has also an advantage in the production 
of artistic goodJi. He can devote much labour on each piece 
of work. His products have a superior finish. In all these 
industries, the small producer has uptill now held his own 
against the inroads of the large manufacturer. 

Localization of industries : its causes and efiFects : The 
localiption of industries means the concentration of parti¬ 
cular industries in the different parts of a country. When 
the different firms manufacturing or selling the same product 
are concentrated in particular areas, that industry is said to be 
localized in those places. For example,*the jute industry is 
located near Calcutta in India and at Dundee in Scotland; 
the cotton textile industry in India*is more or less localized 
in Bombay and Ahmedahad. • 

What are tfio- factors which influence the location of 
different indu.stries in different places in a country? A manu- 
* facturer will try to establish his business in 
ization*^* mpst suitable*place whcJfe the expenses 

of productiorr are likely l;o be the lowest. 
He would, therefore, ‘ pay attention to the several factors 
which make, first, for lower costs of manufacture at some 
places than at others, and secondly, for the minimum 
transport costs. These factors may be classified as natural, 
economic and political. * 
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Phy s i c a 1 
causes. 


Of course, the most fundamental are the natural or 
physical causes', such as the character of the climate and 

soil or the existence of mines and quarries 
in the neighbourhood or within easy access 
by land and water. Metallic industries 
have generally '.sprung up either near mines or in places 
where fuel is cheap. If the raw materials and fuel supply are 
< available in the same locality, localization 
raw^mate^ir ^ easily promoted. As for instance, iron 
« and steel industries have grown up in 
Chota Nagpur and Bihar because iron-mines and coal-mines 
are situated near each other. Physical and climatic conditions 
determine the distribution of raw materials and the environ¬ 
ment suited to a particular industry. They 

cl/matlc^randitioS^ determine the existence of ports, rivers 

and seas, on which depends the possibility 
of ea.sy transport of commodities produced, and of raw 
materials required for the industry. The extent of localiza¬ 
tion depends necessarily upon the extent of the market; and 
ports and navigable rivers broaden the area of the market. 
In England most of the important industries arc localized 
near the ports from which commodities are distributed 
throughout the world. Nearness to the sources of power is 

another physical cause leading to local- 
power ^^*^"^** ^ ization of industries. In former times, 

factories were generally set up on the banks 
of swift-flowing rivers; now-a-days they flock where the 
hydro-electric works or coal-mines are situated. 

r 

Of the teconomic causes, accessibility to the market is 
the most important. This economic cause is, of course, 
' closely related to the physical situation of 
cauMs. ports and rivers. But not all industries are 

(1) Accessibility- 'located 'near the ports or navigable rivers 
to the market. Industries are attracted to the 

neighbourhood of big towns where they can find an easy 
market for their wares. Many industries often grow up 
near big railway junctions for the same reason of accessibility 
to a big market. Another economic cause contributing 
toWkrds localization is the availability of an adequate supply 
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of labour. Industries may spring up where there is an 

adequate supply of cheap labour, yhe 
(2) Availability growth of many industries in Calcutta may 
supply" of laSur!^ be explained by the availability of a lai^e 

number of labourers in Calcutta and 


suburbs. On account of many social, religious and political 
causes, many skilled labourers of one type may have settled 
in one part of the country. Many industries have sprung 
up in that part to take advantage of that labour supply. 

Of political causes, patronage of the* court has the 
greatest influence in localizing industries. Muslin industry 

in Dacca and the silk industry in Murshi- 


(c) Politicil cause 
— the patronage of 
the court. 


dabad sprang up due to the patronage of 
the Hindu and Muhammedan rulers of 
these places. 


An industry may^be localized simply because a few firms 
have already been established at that particular place. The 
‘ first start often helps * greatly the localiza- 

of^^he start"*^'"" " *'^*^*^ industry. Many firms may 

congregate in one ncig'hbourhood, because 


the locality possesses a reputation for producing some highly 


finished goods. These firms congregate there to take 


advantage of the same reputation which is enjoyed by other 
firms. As for instance, the cutleries of Sheffield or the 


watches of Switzerland are reputed throughout the world. 
Hence it is (|uiLe natural that new firms will be started in 
these places to take advantage of the tlade-raark, ‘Sheffield 
make’ or ‘Swiss make’. 


Wflien once establislied in a*’ locality, the industry 
remains there for a long*timc in order to reap the advantages 
‘*of such localization. First, the products 
Advancigcs of industry gain some reputation. 

Products^ bearing the name of that place 
find good markets and ^reasonable •price-offert! as in the case 
of cutleries of Sheffield or the* watche.s of .Switzerland, etc. 
Secondly, labourers of that industry acquire some hereditary 


skill. The mysteries of the trade are in the air, as it were, 
and children learn many of them ul^consciously. Thirdly, 
localization creates a local market for skill. All men skilled 
in that 'trade flbek to that locality, because they know \hat. 
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there is a constant demand for them in these firms. Hence 
there is a regular supply of skilled labourers and new firms 
arc established In’that locality in order lo get the services of 
tfte skilled labour supply. Fourthly, subsidiary industries 
grow up in the locality. They supply the localized industry 
with implements and materials, organize its trallic, utilize 
its by-products and in many ways conduce to the economy 
of materials.# fifthly, localization promotes the use of 
specialized machinery which helps the performance of a 
particular opcnation and offers great opportunities for in¬ 
ventions and improvements through a healthy rivalry among 
the competing lirrns. Sixthly, a localized industry gets the 
advantages of plentiful sujjply of capital and finance. Loca¬ 
lization of an industry often attracts banks and linancing 
corporations which find in the locality a profitable field for 
investment. • , ^ 

But that does not mean that it has no disadvantages. 
The first disadvantage is that one type ot labour being 

required to work (as for instance, in the 

Disadvantages of industries there being demand for 

locali/alion. 

only adult male workers), other members 
of the worker’s families, especially women and children, get 
no employment. Though the wages of the male ^^orkers 
may be high, they arc not so high as to maintain their 
families without any additional sources of income. Lhc 
employers arc also faced with the difficulty of giving high 
wages to the male w^)rkers, because high wages increase tlicir 
cost of production. But this difficulty is not an insurmount¬ 
able one. 'The remedy lies in the growth of subsidiary 
industries, where women and children may find employment. 
Secondly, localization may cause one part of the country to 
be dependent for necessary goods on other parts or even 
one country on another. In the event of a depression taking 
i:)lace in thg Idtalizcd industry, men, will be thrown out of 
employment; and if the prddiicts of a particular localized 
industry cease to be produced for any reason, workers in that 
industry will suffer. The remedy lies in the establishment 
of a variety of industries. But this remedy by itself docs 
not provide a complete solution of ihe problem of depression 
• in ^ny one industry. 
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Rationalization : Throughout the inter-war period, a 
conscious process of the rc-organization of industry has been 

going on in order to adjust the industrial 

tionaHzaIion°^ organization to the changing facts of tRe 

present world. This process is known as 
rationalization. Briefly, it means “putting reason into- 
industry,” and is understood to refer, in the words of the 
World Economic Conference of 1927, to “the method of 
technique and of organization designed to secure the mini¬ 
mum of waste, cither of efforts or of materiai.” It includes 
standardization of materials and products, simplification of 
varieties, waste reduction, scientific management, the use of 
elaborate machinery in the place of hand labour, as well as 
the combination of the different firms in the industry with 
a view to ensuing plant specialization, the closing down 
of uneconomic firms,, rcducation of the overhead costs and 
economy in selling. Rationalization, in short, is a scientific 
scheme of cost-reduction. “It represents the idea of enlight¬ 
ened leadership embracing an entire industry in relation 
to other industries, and to the national economy.”® It is 
a single organization of brain, brawn, and bullion. 

Tliere arc different methods of rationalization. There 


may be, for example, only a financial rationalization, i.e., 

a reduction of over-capitalization of an 


Rationalization 
and scientific man¬ 
agement. 


industry. Or, there may be an integration 
of enterprise, both of the vertical and the 
horizontal type. Or it may mean the 


standardization of types, and the substitution of hand labour 
by machines. Rationalization is something more than what 


is called “scientific management” in the U.S.A. Scientific 
management connotes the best organization of one firm 
considered as ofie unit. ^It is also a scheme of waste reduc¬ 
tion. But scientific management looks more to the technical 
organization of the industry, whereas in rationalization we 
lay more stress on the economic side of the business, the 


conscious planning of the whole organization in relation to 
the industrial economy of the nation. MoreoWr, scientific 
management may not usually lead to combination, whereas 


* Rationalization of the German Industry. Page 
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some form of trustification is the usual feature of any scheme 
of rationalization. As MacGregor points out, “policy means 
leadership; leadership means control; to control anything 
well, it is necessary to control a large part of it.“‘‘ 

Rationalization secures the maximum efficiency of the 
whole economic organization with the minimum of effort. 

Cost of production will be lowered, prices 
Adyanrages of r»- reduced, and the output will 

(lonali/ation. , tt , r * • i 

expand. Useless waste of raw materials 
and of power ^^ill be avoided. To the consumers, it will 
mean lower prices; to the producers, expanding markets, 
brisk business, and higher profits. The large industrial units 
will be in a position to raise capital at lower rates of interest 
trian the small conejerns. The huge financial resources wdll 
make it possible for each industry to spend more on research 
and on modern plants and to employ better brains. To the 
community, the greater financial security o| the combine, 
and its larger volume of trade will mean less risk of failure, 
and comparative st;jbility of production. Lastly, reduction 
in the selling price of most of the necessaries of life will 
bring about a higher standard of living for the working 
classes. 

The advocates of rationalization have to face several 
problems, or “obstacles” as Prof. Clay would call them. First 

of all, comes the pru;e-policy of the 
tionaii/ation rationalized industry. Despite the claim 

that rationalization means lower prices, 
there is always the danger that the price may be regarded 
as an instrument of exa*cting monopoly profit by the entre¬ 
preneurs. Under the competitive ^nditions, it is the joint 
influence of supply and demand that settles the price in the 

* market, and individual firms generally 
(I) M o n o p o 1 y accommodate themselves and their output 

charged. • * *to this price. But such would not be the 

• case under* rationaUzation. Prices, then, 
we are told, would be “a compromise between the interests 
of the consumers, thos^ of the shareholders, the provision of 
reserves and contingencies”.*. But the leaders may pursue 
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an anti-social policy, and raise prices. No remedy but public 
administration then remains to solve the tangle. 


Next comes the problem of leadership. Leaders of t,his 
generation may prove themselves equal to the task. But 


(2) How to find 
suitable leaders? 


what about the next generation? Are 
rationalized industries going to find suit¬ 
able leaders to make them successful? 


The social situation created by the emergence of giant 


organizations and trusts is leaving no chance for young 
people to start a career of sturdy independence in the 
business world. The best talents are forced to find them¬ 


selves as so many hands or screws in huge organizations. 
The supply of captains of industry is going to be a serious 
problem of the rationalized industries. 

Another serious charge against rationalisation is that it 
will increase unemployment. The main motive of rationali¬ 
zation is to get more output per worker. 

(3) Rationaiiza- The associated changes in connection with 
tion and unem- t 

ployment. rationalization result in an economy in the 

use of labour. It is urged that in the U.S.A. 
between 1899 to 1913—a period of rapid technical advance 
—productivity per worker in manufacturing industries 
increased only by 16*3 per cent; whereas in 6 years from 
1921 to 1927, it rose by 40 per cent. Hence it is concluded, 
that technical progress in connection with rationalization has 
increased unemployment.® 


But all types of rationalization do not involve unemploy¬ 
ment. For example, mere financiai rationalization will not 

lead to unemployment. But^ the Integra- 
circumstances, it t^on of industries and the standardization 
may lead to unem- of products may result in unemployment, 
poyment. * .j j-j^tjonalization is carried out 


during a period of falling prices, unemployment may ensure 
because during periods of falling prices, the level of wages 
does not fall as much as it should. And businessmen, in 
their search for economy, will try to throw some labour out 
of employment. But this does not‘^lead to the conclusion 
that rationalization will always result in unemployment. 

-- - ~ e 

* See before p. 83., 
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Inventions and improvements do not destroy total purchasing 
power ip the qpmmunity; they merely change the direc- 
ti^p of the purchasing power. A decrease in the demand 
for certain groups of commodities will be followed by an 
increase in demand for all others. Moreover, rationaliza¬ 
tion results in a* fall in the prices of commodities, and the 
consumers can now obtain the same amount of commodities 
by spending less. Hence they will have extra sums of 
money to dispose of. If they simply hoard these additional 
sums, instead of spending or investing in business, un¬ 
employment will ensue.' But it must be pointed out that 
rationalization, by increasing the profits of industries, opens 
up fields for fresh investment, and so there is every likeli¬ 
hood of the consumers investing their surplus money in 
profitable business. If this happens, there need not be any 
unemployment. Moreover, in the long run, as a result of 
lower prices, and higher standard of living, ^he volume of 
unemployment will diminish. But the period may be a 
very long one, while there will be temporary unemploy¬ 
ment. And in the transition period, the immobility of 
labour may involve not only considerable losses to indivi¬ 
duals, but also considerable delay. Except- 

In the long run, ing these temporary maladjustments, 
there will be no • i- ^ r i • i 

unemployment. rationalization or technological progress 

does not result in increased unemploy¬ 
ment. “The process^of rationalization observed in Germany 
during four years ( was accompanied during the 

first 18 months by a considerable reduction in unemploy¬ 
ment, during the next l5 months, by severe unemployment, 
and during the last year by another’considerable reduction 
in unemployment. In these conditions it* seems difficult to 
assert that there is any general correlation between the two 
phenomena.”* 



CHAPTER Vm 


MONOPOLY AND COMBINATIONS 

This is the age of giant business. Large-scale produc¬ 
tion is spreading and firms are growing in size, both through 
internal expansion and through combination with other 
firms. As the size of firms is increasing, one or a few of 
them often succeed in securing control over the market for 
their products in such a way that they have virtually 
monopolistic sway over the sale of the commodity. It is 
necessary, therefore, to examine the various aspects of mono¬ 
polistic organizations. 

Monopoly mcahs the sole power to deal in any com¬ 
modity. But'.such an absolute control over the supply of a 
commodity is extremely rare. In the first place, there are 
always some substitutes for the product, close or distant. 
Hence all sellers have to face some sort of competition in 
the market. The Calcutta Electric Supply Corporation has 
been granted a monopoly in the supply of electricity in the 
city of Calcutta. To this extent it may seem that the 
company has full control over the sale of electricity ii\ 
Calcutta, and may thus be said to satisfy our definition of 
monopoly. But electricity has substitut/?s in gas and kerosene 
for lighting purposes, and in coal for cooking and industrial 
purposes. Hence the Company Ijas to face some competi¬ 
tion and cannot, therefore, be said to exercise absolute 
control in the n^^rket. Most monopolies are of this type. 
They have got some control over the sources of supply or 
production of»a commodity in, such a way as to influence its 
price within certain limits. Some of tljem may possess a 
greater degree of monopolistic power than others. The De 
Beers Company of South Africa virtually controls all the 
diamond mines and may, therefore, be said f.o conform to 
the standard of absolute monopoly/* 

Under perfect competition, there are a large number of 
sellers 'in any industry, each of whom sells a very smaU part 
of the total outpr^t. Entry into that industry is perfectly 
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free and comparatively easy. If the rate of profit to be 
earned in that industry rises above the average rate to be 
• earned in similar other industries, more 

m^opoly^power producers will flock to that industry. So 

no producer can exercise substantial control 
over the supply of a commodity and can push up its 
price by restricting his output. But the monopolist can 
influence the price by curtailing his output. He can go on 
doing this successfully provided that entry into the industry 
is rendered difficult for other businessmen. So we must 


enquire into thC causes which tend to restrict entry into an 
industry. There arc four such causes. First, entry into an 
industry may be restricted by law so that none but the 
favoured producers are allowed to operate in that line. 
These are known qs legal monopolies. Patents for inven¬ 
tions and copy-rights for books are the best 
Legal restrictiorf examples of such mijnopolies. The state 
titors."^'^ conipe- j.q inventors the sole right to 

utilize their inventions mainly with a 
view to encourage ^uch inventions. I'he state also reserves 
for itself the sole power to deal in a certain commodity or 
service. For example, the government has the monopoly 
of the postal services. The state also grants monopoly rights 
in certain industries that involve the right of eminent 
domain. These arc known as public utility monopolies. 
If two gas companies or electric companies are allowed to 
serve the same locality, there will be useless duplication of 
gas or electric lines in the same street. If the right of 
installing telephones is granted to two companies, the 
clientele of one compahy will not have the advantage of 
having telephone connections with the clientele of the other 
company. Hence the state grants monopoly in such indus¬ 
tries to one concern only for overwhelming reasons of public 
convenience. * 


Secondly, *tlfe monopolist may .have acquired control 
• over the sources of, important raw mate- 
Control over rials. Such IS usually the case with De 
materials Beers Company in the diamond market. 

Thirdly, entry into an industry may be 
difficult because a firm must* invest, on a large scale if it is to 
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produce and sell on the most profitable basis. Production 
on a small scale is not so efficient in these industries. A 


capitalist may hesitate to invest such a large amount of 
capital in a highly specialized form in view of the fact tbat 


Large investment 
in fix^ capital. 


the older firms with huge financial re¬ 
sources may pursue a rate-cutting policy. 
Such is usually the case with the iron and 


steel industry, or say, with the Coats monopoly in the 
sewing-cotton trade. For this reason, the existing firms in 


that industry enjoy some monopolistic power, unrestrained 
by the fear of new competitors. Lastly,* entry into an 


industry may be rendered difficult by the existence of good¬ 


will possessed by the established firms. By constant advertis¬ 


ing and other methods the existing firms 
^Existence of good- industry may -have succeeded in 

securing control over the minds and habits 
of their customers to<auch an extent that new firms will find 


it extremely difficult to induce these customers to buy their 
products. The buyers may be so much convinced of the 
superiority of (say) Pears Soaps that they may refuse to 
purchase any other brand. It will then be necessary to 
spend large sums of money over a long period of time to 
overcome this prejudice of the buyers. Hence new firms 
may hesitate to enter that industry. 


The various phases of combinations : A firm may grow 
in size either by combining with other firms, or by increasing 
its own plant. The first method results'^in the formation of 
a large variety of organizations. These are known as agree¬ 
ments, pools, cartels and trusts respectively. Each class of 

combination is further subdivided into smaller sub-classes. 

0 

The simplest Tkind of combination is a sort of more or 
^ less loose organization for the purpose of 
limiting competit^ion among producers. It 
may be a purely informal understanding between sellers as 
to the prices to be charged, by each. For example, the 
price of petrol in India is fixed by an informal agreement 
between the two big competing concerns, viz., the Burma 
Oil Co., and the Standard Oil Co. There may also be 
associations for, regulating prices as in the Shipping Con- 
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ference of the British shipping concerns which regulate the 
rates of freight between different ports. Or, there may be 
an agreement fgr regulating output. The Indian Jute Mills 
iVsociation is such an organization. It has often arranged 
that only a certain proportion of the plants of member firms 
shall be worked in order to control output and to maintain 
or increase prices. Lastly, there may be pools which are 
associations worked on the principle that each member shall 
make over a fixed sum per unit of output to a common 
fund, from wlych a division is to be made according to a 
pre-arranged plan. In all these forms of combinations, the 
agreements are generally for a fixed period and the internal 
organization of each firm is left untouched. 


Cartels. 


Another form^ akin to the pool, is the Cartel, which is 
the usual form in Germany. It means a still further advance 

upon the pool. The competing producers 
establish a company in which they hold 
shares. It is organized under the name of a selling bureau. 
It fixes the price Jis well as the output. This bureau fixes 
the quota of output for each firm and the selling prices, 
and generally manages the entire business of selling, taking 
all orders, etc. In our own country this plan is being 
gradually adopted. The Cement Marketing Board of India 
and the Indian Sugar Syndicate are examples of this type. 

Another form of combination is the b^ trust. Originally 
it meant a special* kind of combination. The controlling 
_ shareholders of the various companies made 

Thrusts ^ 

over tjieir shares to a board of trustees who 
held them* as trustees for the foymer. In this way, the 
trustees secured control over the combining firms, and 
managed them* as one concern. Now-a-days, however, any 
big combination formed by the fusion of a*number of firms 
is called a “trtist”. • 


Besides those, a different form is "the holding company." 
When the formation of trusts was declared illegal in America, 
. * the ingenuity of lawyers evolved this type 

Holding Company. c\ i_- • t j c l i £ 

of combm^ition. Instead of a board of 
trustees, a separate* corporation, is organized to own the 
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controlling shares of the various firms. The holding company 
controls the policy of ^11 subsidiary concerns. 

Lastly, there is the merger, or complete consolidation. 
The different concerns dissolve themselves and form a single 

company which owns the property of all. 

Merger. Unlike the pool and the cartel, the com¬ 

bining firms lose their individual, independent existence. 

International cartels : In recent years, thf combination 
movement has become international in its scope. In general, 
these agreements allot the home market to each national 
group, and make sales allotments or establish prices in third 
countries. Often agreements are entered into, dividing the 
territory, or the prices to be charged in different markets. In 
the copper industry, there is an international syndicate which 
controls 90 per cent of the copper produfction of the world. 
The central office, the Copper Export Trading Company, is 
in Brussels. Other industries such as steel rails, cement, etc., 
are organized iR cartels. 

Relative merits of cartels and trusts : Trusts are a closer 
form of combination than cartels. While in a cartel, different 
firms retain their separate existence, combining for particular 
purposes including marketing, a trust is formed by the conso¬ 
lidation of a number of firms, which no longer retain their 
separate existence. There are many reasons why a particular 
combination has taken the form of a cartel, while another is 
formed as a trust.’ The reasons are partly personal, partly 
legal and to some extent economic. The'individuals respon¬ 
sible for the formation of combinations may have personal 
preference or dislike for particular fo^ms of organization ; or 
the laws of the country fmight allow them to form only a 
particular type of combination. In addition to these, the 
relative advantages of these two forms of organization are also 
an important fadtor in determining whether the organisers 
will choose one form in ^preference to the othtr. ^ 

In industries where^large-sca'le production yields substan¬ 
tial economies, the trust is likely to prove a better organiza¬ 
tion than the cartel. In a cartel no firjn is shut down, each 
retains its separate organization,.and possibly none is enabled 
to expand its size. No firm, or'the cartel as a whole, \yill 
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secure the economies of large-scale production. In a trust, 
the inefficient or small plants may be shut down, and the 
more efficient plants may be expanded in size. The effi- 
ci^icy of the whole unit will increase and it may secure 
economies of scale. Secondly, a trust is likely to prove a 
more stable organization than a cartel. A cartel consists of 
many firms, whose interests may have driven them at one 
time to combine. But as soon as these conditions change, 
their interests may differ, leading them to advocate different 
and often opposite policies. This may lead to the break-up 
of the cartel agreement. But as the different firms are con¬ 
solidated in a trust, there will be a common policy in all 
firms and unity of control, 'rhirdly, a trust may be in a 
more favourable position to raise capital in the market than 
a cartel. A trust is a large-scale organization and is likely to 
be better known in the market than the individual firms 
(each of a smaller size) joined together In a cartel. 

But the trust form of combination also gives rise to some 
difficulties, which may be absent in a cartel. In the first 
place, a cartel may'include all the important firms in an 
industry, and so may be in a better position to enjoy mono¬ 
poly profits than a trust, which seldom covers the whole 
industry. Secondly, the fact that the different firms leetain 
their separate existence in a cartel may prove to be a source 
«»of strength. The whole organization thus retains a measure 
of elasticity, putting it in a better position to meet changing 
situations than the tlrust. The organization of a trust may 
prove to be unwieldy in comparison and it may lack elasti¬ 
city. In addition, a trusf is likely to prove more expensi\'e 
to form than "is a cartel. When a trust is being formed, the 
promoters may have to pay excessively large sums of money 
for buying out pbssible competitors; or they may have to 
buy old, obsolete plants in-order to secure a merger of rival 
firms. Thesa pfadts have to be closed down, but the trust 
has to go on paying interest on the purchase price. Thus 
trusts have often to bear a heavy financial burden. The 
expenses of forming a (^rtel are not likely to be so high as 
there is no necessity to buy out? a rival plant, if only to shut 
it do^yn. Lastly, the desire for more and mewe power may 
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drive a businessman to form a big trust whose size may 
become larger than the optimum for the industry. In that 
case, the diseconomies of large-scale management will begin 
to appear. 

Each of these two forms of combination has important 
advantages as well as difficulties, and the formation of either 
is determined by these and many other considerations. 

Process of growth : Many monopolie*s have been 
formed by the combination of several firms into one orga¬ 
nization. Such a combination may take one of the two 
forms. A firm may combine with others producing the same 
commodity; or it may combine with firms producing its 
raw materials or selling its products. These processes of 
growth are known as horizontal combination and vertical 
combination (or integration). 

C 

A vertical combination is one in wjiich some or all stages 
of production beginning from the obtaining of raw materials 

and ending in the preparation of the 
combi, finished products are combined. As a result 
of division of labour, different steps in the 
process of production are generally carried out by different 
firmsv In the iron industry, for example, iron ores are mined 
by one company, coal is mined by another, pig iron is made 
by a third, steel by a fourth, while pig iron and steel are* 
manufactured into finished articles by other firms. When 
some of the successive steps are unified under one manage¬ 
ment, we have a case of vertical combination. The Tata Iron 
and Steel Company is an example of such a combination. 
It owns iron ores and* some other minerals, 'operates coal¬ 
mines and produces both pig iron and steel. The motive 
to such a combination is 4;he ^reduction of certain expenses 
relating to management and the elimination of profit 
obtained by the separate firms, at each of tlie successive stages 
of production. The-costs pf marketing and advertisement 
are reduced; a regular supply of raw materials is ensured; 
and the chance of over-production a^ any stage of production 
is greatly reduced. This is also called integration of 
industries**. » • ‘ 
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Horizontal combination is an amalgamation or associa¬ 
tion o£ a number of enterprises, selling the same commodity, 
# under one management. An integration is 
a combination of coal mining, iron mining, 
pig iron making and steel making. Hori¬ 
zontal combination is the association of two or more steel 

f 

companies, or of two or more coal mines under one control. 
The motive to such a combination is partly to secure eco¬ 
nomy of management; and partly to put an end to cut-throat 
competition and thus to enjoy monopolistic profits. A combi¬ 
nation may attain very gigantic proportions so as to be inter¬ 
national in scope. The Standard Oil Company is an example 
of such an organization of international importance. 

The main advantages of vertical combination are, first, 
that it enables a firm to guard against the possibility of a 
failure of supplies of essential raw materials. An iron and 
steel firm may not like the fact that it^ supplies of coal may 
be cut off due to trade rivalries. So it may try to secure 
control over some coal mines so as to b(.* in a position to get 
regular supplies of'coal. Or, it may itself start marketing 
organization in order to push the sale of its products in the 
market. Secondly, the bringing together of several processes 
of production under unified control sometimes yields a 
number of technical economies. For example, when several 
processes are performed in close proximity, unnecessary 
handling and transport costs are thereby afv^oided. In some 
other cases, economics of fuel may be obtained by combining 
the processes of production at one place. This is particularly 
noticeable in the iron ai^d steel industry. The technique of 
production in that industry is such that considerable fuel 
economies are obtained when blast furnaces, ste^ furnaces 
and rolling mills^are all closely united in one place. 

The advantages of horizontal combinatoon are that it 
enables the combining firm to protect itself against the 
dangers of pfice-cutting by rivals. As horizontal combination 
proceeds, it gives rise to monopoly, and so enables a firm 
to secure mojiopoly profits. 

The tendency towa^rds horizontal combination is usually 
more prominent than that ^ towards vertical combination. 
When a firm enters into combinatioA with another producing 


horizontal 

bmation. 
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a different commodity as in a vertical combination, it will 
have to take up quite a different line of business ; whereas if 
it combined with another firm producing t^e same commo¬ 
dity, it will still confine itself to the familiar line of businej^s. 
So it is more natural for firms to combine horizontally than 
vertically. 

Economies of monopoly ; The advantages of monopoly 
as against perfect competition depend to a large extent on 

the form in which monopoly is organized. 
i^Markcting econo- j£ monopoly is of the pool or the cartel 

type, there is no reason to suppose that the 
individual firms in the combination will be more efficient 


than competing concerns. But if the monopoly is of the 
complete merger type, it may possess a number of advantages 
as against firms selling in perfect competition. It may be 
pointed out that standardization, specialization and thorough 
organization may enable a multitude of businesses of 
moderate size t,o attain nearly every important efficiency and 
economy that is obtained by trusts. The chief economies of 
production that only monopolies may secure are three or 
four in number. A monopoly can specialize the different 
plants on a narrow range of work, or take steps to supply 


Poolicg of know¬ 
ledge ami patents. 


each market from the nearest plant, thus 
avoiding the expenses of unnecessary trans¬ 
port of goods. Under competitive condi¬ 


tions a textile mill of Ahmcdabad may send its products to 


Bombay, while a Bombay mill ma)^ sell its goods at 
Ahmedabad. If the different mills combine, they may take 


steps to supply the Bombay market from the mills at Bombay, 
thereby saving the expenses of transport. Secondly, mono¬ 
poly secures another advantage. It will be able to pool all 
knowledge and patents, and to make available to each firm 
the experience^ and the tr;^de ^secrets of others. Thus the 
technical knowledge and patents available tj^ each firm will 
be greater under monopoly than under competition. Thirdly, 


the existence of a large npmber of firms each actively 


The task of competing with others, increases the degree 
manage ment is of risk and uncertaijity which confront each 

firm. It is *not always a difficult task to 
forecast-the probable demand for jute*goods for a year.,But 
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it is practically impossible to foretell the extent of the total 
mafket for juto goods that each mill will be able to capture. 
Ithc larger the number of firms, the greater the uncertainty, 
and the more difficult will be the task of management. The 
monopolist has not to face such uncertainties. So the task 
of management may be easier under monopoly than under 
competition. ^ 


The monopolist secures another advantage. When there 
are many competing firms, each has to spend large sums of 

money in competitive advertising. But a 
No waste of com- large portion of such expenditure on adver- 
ments. tismg and selling organization will be un¬ 

necessary under monopoly. Lastly, it has 
been claimed that trusts mitigate the fluctuations of industry, 
and make for-business stability. Thej can devote funds to 
constructive work instead of wasting them in destructive 
competition. They promote steadiness of output and prices, 
because it is to their interest in view' of their giant sizes. 
Taussig believes that there is a possibility of such a stability. 
But on the other hand fluctuations might be increased by 
patched-up combinations, attempts to raise profits, over- 
capitalization and speculation. The writer of a recent study 
on monopolies has come to the conclusion^ that “the evidence 
that they {i.e., trusts) contribute to the stability of industrial 
output remains very slight.” 


Disadvantages : The main disadvantage of a monopoly 
is that it results in a mal-distribution of productive resources. 
Under competitive conditions, the production of every com¬ 
modity will'be carried to the point at which the value of net 
product of the additional resources will be equal to the 
price of the cofiimodity. The monopolist ^will produce it 
upto the point at which the marginal cost is equal to the 
marginal rei/enufe, and the latter is less than the price of the 
commodity. Hence in almok every case, the output under 
monopoly will be less than the socially desirable output {i.e., 
that which prevails under perfect competition). There is 
another disadvantage. With some exceptions, the price that 
a monopilist charges *for hiS product is usually higher than 

' Monopoly. E. A. G. Robinson, p. 166. 
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the competitive price. Hence there takes place a transfer of 
purchasing power from the buyers of the^p goods to ‘the 
monopolists,—a transfer in most cases from poorer groups fo 
rich entrepreneurs. This is likely to increase the prevailing 
inequality of incomes,—a most undesirable feature. More¬ 
over, by virtue of his strategic position, the monopolist 
possesses the power to exploit labour and other factors of 
production, and pay lower rates of remuneration than they 
would have obtained under competitive conditions. 

Combinations often corrupt the body pofitic by utilising 
them to serve their own ends. Having 
corrup- resources at their command, they often 

bribe the legislators and judges for passing 
laws and deciding cases in their favour. 

Speculation and over-capitalization are the special dis¬ 
advantages of industrial combinations. Watering of capital 
t is frequent and heilce the speculative 

ove^capitaSization^ elements are encouraged. Trusts may some¬ 
times assume so gigantic sizes that the 
problem of management becomes increasingly difficult and 
with the death of some able managers in the combination, 

the business may fail for want of capable managers.^ 

( 

Control of monopoly : We have seen that under mono¬ 
poly, the output is usually less than the competitive output, 
and the price is higher than the competitive price. The com¬ 
munity would gain if the state intervenes and takes steps to 
remove the disadvantages of monopoly. These measures may 
be divided into four important groups;—(a) suppression of 
unfair practices, (b) taxeo and bounties to control the output 
of the different industries, (c) control of monopoly prices, 
and (d) anti-combination laws. * 

(a) Suppression of unftiir practices. This method aims 
at prohibiting the exei;cise of unHir practices y^hich many 

concerns usually adopt for driving out com- 
petiW”- The most important of such 
practices is that of price-cutting. In our 
country, for example, the big steamshfp companies had often 
resorted to destructive rate-cutting in order to drive out new 

• For Monopoly prids, see Chapter 18. 
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competitors. After the new competitors were driven out, 
the price was a^in raised to a high level. The state may 
prohibit such practices by laying down that once prices are 
reduced, they could not be raised again. But the main 
defects will be that this would also prevent the concerns 
from exercising* the perfectly legitimate method of experi¬ 
mental reduction in price with a view to developing new 
clientele, and "would, moreover, fail to ensure perfect com¬ 
petition. It is not easy to define what is an unfair practice. 

(b) Taxes dnd bounties. Theoretically, this is a good 
device for removing the disadvantages of monopoly. The 
state may levy any amount of taxes on the factors of produc¬ 
tion in order to prevent their entry into an over-developed 
industry, and by giving adequate subsidies may encourage 
the entry of factors into an undeveloped or monopolized 
industry. The* state should apply this method in such a way 
that the marginal net, products of the factors are equal in all 
industries. Similarly, the state may ensure that there will be 
firms of optimum sjze in an industry by levying taxes on 
those firms which are of more than optimum size, and by 
giving subsidies to those firms which are of less than opti¬ 
mum size. But the main difficulty is that it is not possible 
for the state to determine either the marginal net products 
of the factors of production, or the optimum size of the firms. 

(c) Control of prices. The state may Jry to secure that 
the price charged by a monopolist will be equal to the com- 

F x n f max' price. This can be done by either 

mum*rate”of"pro- of these two methods: (i) The state may 
fit, or maximum fix the fnaximum rate of profit that can be 
• distributed on the Capital of a concern, and 
lay down that if the actual profits earndd are higher, the 
prices must be loVered. But the main difficulty is that it is 
not easy to determine the acdial amount of capital invested 
in a concern ^the Capital stock may, for example, be watered) 
or the competitive or reasonable price. , Moreover, this might 
discourage efficient management, (ii) The state may fix 
maximum commodity prices, and maximum factor prices. 
But there are great practical difficulties in connection with 
this method. Theoreticallyr a different maximunj price 
would have to^be fixed for every different type or quality of 
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the monopolized commodity ; and all these prices would have 
to be constantly revised as the technical methods of produc¬ 
tion and the tastes of the consumers change. 

(d) Anti-combination laws. In view of the defects of 
other methods of control, governments have been forced in 
some countries to take the ultimate step'of breaking up 
monopolies. The formation of combinations is definitely 
prohibited by laws. The U.S.A. passed the Sherman Anti- 
Trust Law and the Clayton Act for the purpose of prevent¬ 
ing the formation of combinations. Here hgain difficulties 
arise. The wits of lawyers have devised steps to get round 
the provisions of the law. When one particular form of 
monopolies is banned, the organisers may devise another type 
of combination in order to avoid the provisions of the law. 
This has actually happened in the U.S.A. Moreover, even 
if these measures succeed in preventing the formation of 
monopolies, they will not necessarily ensure perfect competi¬ 
tion. There is no guarantee that these will bring into 
existence a large number of independent firms, each of the 
optimum size; or they will cure the imperfections of the 
market for the sale of the product. 



CHAPTER IX 


MARKETS 

From time immemorial all exchange operations have 
been carried oTi in some market place. In fact, the progress 

of industrialization is dependent on the 
Exchan^c^presup- • evolution of wider and more perfect 
markets. If the market for a commodity is 
extremely limited, the output of that commodity will also 
be limited. As the market widens, and with it, the demand 
increases, its production will be stimulated. As Adam Smith 
pointed out long ago, division of labour is limited by the 
extent of the market. Hence the importance of a study of 
the features of a market before we start seriously to describe 
the theory of value. 

Definition of a niarket : In ordinary language, the term, 
‘market’, refers to a certain place where goods are offered for 

What is a market The Weekly village fair, where both 

in economic .sellers and buyers throng, and conduct 
tlicory? Jheir various transactions leisurely* and 

. noisily, is the best illustration of a market of ordinary speech. 
But in economic theory, the term ‘market’ does not refer to a 
place or any region.; rather, it refers to a commodity or 
commodities, which are bought and sold under given condi¬ 
tions. For example, wl^n we speak in Economics of the 
wheat market^ we do not refer to the. particular place where 
wheat is bought or sold. Similarly, thp stock exchange 
market refers, not,to any definite place, but simply to the fact 
that shares arc freely bought jind sold at competitive prices. 

A market n’lay be clarified in twp ways: —^according to 
space, or according to time. The area of a market depends 

on the nature *of competition. If competi- 
^^on is worM-wido, the market will be 
^ intern^ional | if it is only nation-wide, the 
market will be national; if it is Iqcal, the market will be 
local.* Hence markets may be international, national or 

8 
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local. Gold and silver are examples of commodities that 
possess an international market; while at the other end of 
the scale come the extremely perishable articles, like milk, 
fresh vegetables, etc., whose market is generally local. ' 

A market may also be classified with regard to the period 
of time which is under consideration. If the period is short, 

say, for a day only, the supply of a commo- 
ciassificaiion ac- command of thd’sellers is fixed 

for the time being, and the price will be 
influenced mainly by the forces of demand. If the period is 
longer, tlie supply will be influenced by the cost of producing 
additional output; and the predominant influence on value 
will be the forces of supply. Marshall divides markets into 
four classes on the basis of the period of time: —short period, 
moderately long period, long period, and secular period. 
The importance of#this classification will be treated in a 
subsequent chapter. 


Conditions for a wide market : The general tendency 
in the modern world is for widening the markets for a com¬ 
modity. The present industrial revolution 
for^^wide markc? been made possible by the opening out 

of wide markets. And the industrial revolu¬ 
tion, in its turn, is giving rise to factors which are causing 
an extension of markets. For example, the use of railways, 
telegraphs, telephones, etc., is tending to make the whole 
civilized world almost as one market. Nevertheless, there 
are some special factors which explain why some commo¬ 
dities have world-wide markets, while others have a local 
market. The conditions which make for a wide market for 
a commodity ftre the following: — 

(a) Universal, or very wide demand. Clearly the larger 
the demand, the wider'must be the market for a commodity. 

(b) Portability. The commodities mast be durable and 
portable, i.e., they must possess large value in small bulk. 
Gold and silver are examples of commodities which are 
durable and have considerable value in small bulk, and 
hence possess wide markets. While bricks have small value 
in proportion to their bulk and cannet, therefore, be carried 
to a long distance. Hence their market is confined to local 
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areas. Fresh vegetables are not durable, and hence their 
marl^et is also limited. 

(c) Suitabilfty for sampling. If exact samples of the 
cmnmodity can be sent to purchasers at a distance, they can 
buy it, confident that it will come upto a given standard. 
If the commodity is such that its samples cannot be taken, 
then the purchaser must be on the spot to buy it. The 
market for it will be small in area. Whereas if samples could 
be sent, it could be bought and sold over a wider area. 

(d) SuitabiUty for grading. If, further, the commodity 

could be graded, i.e., if the standards of quality are fixed by 
a competent authority, then the purchaser could buy without 
even seeing the samples. Hence the commodity could be 
exchanged over a far wider area. For example, the quality of 
coal produced in India is certified as first class coal, second 
elass coal, etc., by the Coal Grading Boar^ ; and the purchaser 
in the Far East could send orders for first class coal, without 
seeing the sample. * 

The more a commodity satisfies these features, the wider 
will be its market. T^he best examples of commodities possess¬ 
ing an almost international market are 

The market for furnished by the precious metals and 
gold and silver. J r 

Stock exchange securities of international 
reputation. The precious metals are in demand everywhere, 
• and they are also easily cognizable, portable, and extremely 
durable. Hence they are bought and sold all over the world. 
The market for cottbn, wheat, iron, copper, etc., is also, to 
some extent, world-wide. As important raw materials of 


industry, they are in demand in every 
wi^af cotton*^ Country. They have been suitably graded 

and sampled; and though they possess l^s 
value in proportion to their volume, they are yet portable. 
Hence their markets are highfy organized. * 

On the Qth^r'side come such articles as fresh vegetables, 
milk, etc. Though they are ift general^ demand, yet they are 

extremely perishable, and bulky. And so 

The market fbr they cannot be carried over to long dis- 

E crishable and^^%t, ,. , ,. 

uiky articles. tances. Sampling and grading are also 

difficult. Hence tjiey have only a limited 


local* market. 
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Markets and the nature of Competition : It is nov/ 
usual to classify markets on the basis of competition prevail¬ 
ing in the market. The* classical writers 
cornpc- assumed the existence of perfect competi¬ 
tion in their definition of a market. But 
very few of them analysed the implications of perfect com¬ 
petition. In order that competition may be perfect in a 
market for a commodity, there should be a large number of 
buyers and sellers so that no single buyer or seller can influ¬ 
ence the market price by his independent action. Each seller 
accepts the price prevailing in the market and proceeds to 
sell his output without causing any decline in the price. Sup¬ 
pose that there are about 1,000 sellers of a commodity, each 
selling 20 units. 'Ehe total supply is 20,000 units. If a seller 
increases his output by (say) 5 per cent the total supply will 
be increased by only^ one unit. In the place 'of 20,000 units 
jireviously sold, 20,001 units have now to be disposed of. 
'I'his will not'^affcct the market price of the commodity. 

Secondly, units of the commodity bought and sold by 
all buyers and sellers should be exactly similar. Buyers 
should think that the units of the commodity sold by one 
seller were not dillerent from those sold by another. 

A third condition is that buyers know the prices charged 
by different sellers in the market and try to buy at the lowest 
price possible. 

In such a market, there can be but one price for any one 
commodity at a particular time. If not, let us suppose that 
sellers are charging two prices for the same commodity. 
Since all buyers know the prices prevailing in the market, 
they will all go to^thoscsellers who are charging lower prices. 
If these sellers cmitrol a large portion of the total supply, 
other sellers will then be forced to lower their price to the 
level charged by the former. Tf, on the other hand, sellers 
offering to sell at the Ipwer price dontrol a «rfiaH supply, com¬ 
petition among buyers will induce them fo raise the price 
to the level at whicli other'sellers will sell. Hence under 
perfect competition, there can be only one price for a 
commodity at a given time. ^ 

While the classical.writers assumed that the existence 
of such perfect competition was the rule in almost all 
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markets, this is no longer accepted as valid. In fact, there 
are very few markets in which competition may be said to 
be perfect. Probably the only example of such markets is 
td* be found in the case of the commodity excliangcs for 
wheat, cotton, metals, etc. These markets deal in standard¬ 
ised commodities, and the vast majority of buyers and sellers 
are, more or less, experts in their lines. In the majority of 
markets, the presence of perfect competition is rare. Hence 
the practical importance of perfect competition is not very 
great. But the, concept has still value from the standpoint 
of economic theory. When competition is perfect, this would 
secure the most efficient organization of production and the 
best utilization of consumer's goods and productive services. 
Hence we propose to begin our studies by an examination 
of the factors determining value under conditions of perfect 
competition, bearing in mind the fact that in the real markets 
competition is seldom perfect. 

Some writers also make a distinction l>ttwecn perfect 
competition and pure competition. According to them, 
pure competition, the absence of all monopolistic ten¬ 
dencies, exists when the number of buyers and sellers is very 
large so that no one of them may influence tiic market ))rice 
by his action and when all sellers sell a completely homo¬ 
genous product. Perfect competition will, however, exist 
where, in addition to the above two conditions a large 
number of buyers and sellers and a homhgenous ])roduct), 
entry into the indui^try is unrestricted and all producers arc 
able to buy factors of production on the same terms. 

Markets and the absence of perfect competition : The 
usual markets in which consumerfi buy arc characterised 
by the absence of perfect competition. .The average con¬ 
sumer has seldom any expert knowledge of the goods and 
services he buys. These markets are usually characterised 
by what has bicsi called “imperfect competition. 

Compctitioti will be imperfect in a market if buyers 
do not know the prices charged by’ different sellers, and 
• either because of their ignonarce or inertia, 
cojJts of transport, they do not try to buy 
in the cheapest market. It will also be 
. imperfect if buyers believe that tVierc are differences (real 
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or supposed) in the qualities of commodities sold by difiEerent 
sellers. Or, if there are only a few sellers of a commodity, 
each selling a substantial part of the total supply, competi¬ 
tion will also be imperfect. In an imperfect market, sellers 

may cliarge more than one price for a commodity to different 
buyers. 



CHAPTER X 


DEMAND AND SUPPLY 

The concepts of demand and supply are so essential to 
the discussion^ of almost all economic problems that it has 
been stated in derision. “Teach a parrot to say ‘supply and 
demand’ in reply every question, and he will be a good 
economist.” Indeed, a good economist must be careful about 
wliat he means by the two words and must be careful in 
using the apparatus of demand and supply. 

Demand ; The economist does not define demand in 
the sense of desire for a commodity. In order that a commo¬ 
dity may be demanded, it must be desired by somebody. But 
the mere desire for a thing does not Constitute demand in 
the economic sense. “If wishes were horses, 4)eggars might 
ride.” In our childhood, all of us fell a very strong desire 
for the things on display in the sweatmeatshop or in con¬ 
fectionaries. As on most occasions we had no money, or 
were not allowed to spend any money, our desire was not 
demand in the economic sense. It became demand, the 
moment our parents, perhaps softened by our entreaties* gave 
some coin to us, with which we ran to the shop and which 
we offered to the dealer. When the desire*for a commftdity 
is backed by the willingness and the ability to spend adetjuate 
sums of money, it becomes demand, or effective demand. 

Demand has always, a reference to the price of a com¬ 
modity. Nojbody can say how muph of a commodity he 
demands unle.ss he knows the price at which it is offered for 
sale. Demand at.a given price means the amount of a com¬ 
modity that an individual (or.the people) is willing to buy at 
that price. Tha demand price for a commodity is the price 
*at which each particular unit of the 'commodity will find a 
buyer in the mar'ket. 

The relationship between the amounts of a commodity 
demanded at different ^prices is usually shown in the form 
of a Demand Schediile. The demand schedule of an 
individual for a commodity is a list'of the different a’mounts 
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of the commodity that he will buy at different prices. It is 
one of the well-known facts that, as the price of a commo¬ 
dity changes, its demand will also change* in the opposite 
direction. As the price goes up, the demand for the cofn- 
modity goes down and vice versa. All this is shown in the 
form of a schedule. 

Demand Schedule of an individual f^r tea. 

At the price of Rs. 8 per lb., he will demand 2 lbs. 

At the price of Rs. 6 per lb., he will d’emand 3 lbs. 

At the price of Rs. 4 per lb., he will demand .5 lbs. 

At the price of Rs. 3 per lb., he will demand 7 lbs. 

At the price of Rs. 2 per lb., he will demand 10 lbs. 

If we know the individual demand schedules, we can also 
determine the market demand schedule,- showing the 
different amounts of tea that all individuals operating in a 
market will hay at various jjrices of tea. 


Market Demand Schedule for tea. 


Price 

Quantity of lea 
(loniaiiilcd by all buyers. 

Rs. 8 

1,000 lbs. 

Rs. () 

l.-tiOO lbs. 

Rs. 4 

U.nOO ll)s. 

Rs. .S 

.^,500 lbs. 


Apropos the market demand schedides, can we deter¬ 
mine it by simply midtiplying the demand schedule of a 
typical individual by the total number of buyers in the 
market? Our‘first difficulty, as we proceed to do this, will 
be to find out who is the typical individuaK The demand 
schedules of different individuals are not similar. Some of" 
them are rich, and cah afford to buy large quantities of tea 
at various prices, while the majority are poor, and cannot 
probably afford to buy even 2 lbs. ut Rs. 8 per lb. Even 
among the rich or the poor, tastes and temperaments vary, 
and soifie of them may be prepared to buy larger quantities 
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at given prices than are bought by the majority. So it has 
been urged that the demand schedules of different indivi¬ 
duals show so many peculiarities that we cannot take any 
j^rticular demand schedule as representing the demand 
schedules of all individuals and multiply it by the total 
number of buyers. But in a large market, many of these 
individual peculiarities will cancel each other, and because 
of this reasop it is possible to form the market demand 
schedules. “While the individual desire is fitful, the resul¬ 
tant of the desjrcs of all the purchasers is relatively steady, 
—^just as in physics, the forces of the individual molecules 
are variable and fitful, but the aggregate resultant atmos¬ 
pheric pressure is a steady fifteen pounds per square inch.”‘ 
The demand schedule is represented in the form of a 
curve. In fig. 2, the different prices arc measured along 
C)Y, and the a^nounts of the commodity demanded at various 
prices are measured along the OX ajfis. 


PRICE 



QUANTITY 

Fig. 2 

From the cjirve •we know that wheij the price of tea is ad, 
buyers will purchase only Od amount of tea ; when the price 
falls to bb', they will buy Ob units of tea, etc. 

Law of demand : ^ It is obvious from the discussion of 
the demand schedule that, other things being equal, the 

— > ' ■ ■■ ■— ■■ e ^ 

^Fisher 1. Elementary Principles of Economics. F. 30!. 
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amount of a commodity people will buy increases with every 
fall in the price; or decreases with every rise in the price. 
Demand responds to price in the reverse diiection. This is 
the law of demand. To state the same thing in another way, 
larger quantities of a commodity can only be sold at lower 
prices. 

According to this law, as the price of a commodity falls, 
its demand increases. Why? This is due tq two reasons. 
First, as the price of a commodity falls, people will tend to 
substitute it for other commodities whose, prices remain 
unchanged, and therefore become relatively higher than 
before. When the price of tea falls, the prices of cofEee or 
cocoa remaining the same as before, some people will decide 
to buy more tea and less coffee or cocoa. They will tend to 
substitute the relatively cheaper commodity, tea, for the 
relatively dearer commodity, coffee or cocoa. This has been 
called “tlie substitution effect” by Hicks.* Secondly, as the 
price of one pound of tea falls from Rs. 6 to Rs. 4, the con¬ 
sumer finds that he or she has to spend only Rs. 12 for 3 lbs. 
of tea, instead of Rs. 18. He or she wiU'consider himself or 
herself richer by Rs. 6 ; it is as if his or her income has risen 
by that amount, and therefore he or she may decide that 
he or she may afford to buy more tea. So the demand for 
tea will rise. This has been called by Mr. Hicks* as “the 
income effect”. 

In stating the law of demand, we have used the expres¬ 
sion, “other things being equal” (cetevis paribus). This 
conceals important qualifications of the law. Among the 
other things, mention might be made of the prices of sub¬ 
stitutes, the incomes of the buyers, the tastes of the buyers, 
etc. In other words, a fall in the price of tea will lead to 
increased demand for tea only if, in the- meantime, the 
prices of substitutes (like coffee 'or cocoa) or the tastes of the 
consumers, or the purchasing powtr of the 'consumers etc. 
do not cliange. If, along with* the fall in ^he price of tea, 
the prices of coffee of cocoa have fallen still further, the 
demand for tea may not increase at all. Or, if, The tastes of 
the consumers for tea declines, or if their money incomes 


* Hicks J. R.: 'Value^and Capital, pp. 31-2. 
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fall, they may not buy larger quantities of tea when its price 
falls! Moreover, if a commodity is regarded as ‘inferior’ by 
a consumer, then a rise in his money income will probably 
l&d him to substitute a more expensive commodity in its 
place, even though its price falls in the meantime. In that 
case, a fall in tbe price of the ‘inferior’ commodity may not 
lead to increased demand.^ 

Though usual rule is that at higher prices demand 
becomes less, the opposite also happens on a number of 
occasions. For pxample, in the case of certain commodities, 
like diamonds, the higher the price, the greater may be their 
attractiveness. Because of the very high price of diamonds, 
display of them is regarded as a sign of distinction by a 
number of people. Hence if their price rises, demand for 
diamonds may increase instead of falling. Secondly, if a 
rise in the price of a commodity is regarded by the people 
as to be followed by further rises in the future, they may 
hasten to buy larger quantities in spite of tha-rise in prices. 
In a poor community, the general le^'c•l of money incomes 
may be so low thal the people have to spend the major 
portion of their incomes on wheat or rice, leaving only a 
small sum to be spent on other kinds of food. If the prices 
of wheat or rice increase, the people may be forced to give 
up buying other kinds of food and buy more wheat dr rice 
than before in order to fill their stomach. Hence the 
demand for wheat or rice may actually increase when their 
prices rise. , 

Supply : The supply of a commodity means the total 
quantity of the commodity that sellers offer to sell at 
, different prices frpm the stock of that 
stock! ^ ^ ^ commodity existing at„ any given time. 

..The latter refers to the total quantity that 
exists in a market, while the supply means that amount 
which sellers aiL* filling t® sell at a particular price. Supply, 
‘therefore, m'eans supply at a price, just as demand means 
demand at a price. 

~ * For example, vegetable ghee may be regarded as an ‘inferior’ commo¬ 
dity. A consumer, whose miBiey income ivas such that he could not afford 
to buy ghee in desired quantities, may decide to buy less vegetable ghee 
and more real ghee when his inconAe increases. In that case, the demand 
for tlte vegetable product may decline in spite of any fill in its price. 
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I'he amount of a commodity that sellers offer for sale 
varies with the price that buyers are willing to pay. When 

the price rises in the market, sellers* will 
.aw o supp y. willing to sell larger quantities of the 

commodity. In other words, the supply will increase when 
the price is high. The opposite happens wjien the price is 
low in the market. This tendency is known as the law of 
supply. This law states that as the price of a commodity 
rises or falls, its supply will tend to increase or decrease. 
This tendency works in an opposite direction from that 
indicated by the law of demand. 

This tendency is represented in the graph in Fig. 5. 
Along OX we measure the amount of a commodity that is 
offered for sale at different prices. The different prices are 



Fig. 3 

« w 

measured along OSf. Wlien the price is aa', sellers will offer 
Oa amount for sale ; when the price rises to bb', sellers 
become willing to sell Ob nmeunt, and so on. The supply 
curve a'c' thus slopes upward. • . * 

There arc, of course, exeeptions to this law. It may* 
quite liappen that the supply is more or less fixed, as in 
the case of a painting by Raphael, and will not vary with 
changes in price. Or, it may happen in exceptional cases 
that as the price rises, sellers .offer q smaller quantity for 
sale than before. This,* it is alleged, is the experiente of 
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many employers of labour in India. 'Fhe ^vorkers have a 
very.low standard of living, and feel very few wants. \Vhen 
employers offerdd higher money wages for their services, 
workers were able to satisfy their mcagi'e wants by working 
smaller hours or days in the month. So higher wages were 
followed by increased absenteeism from work. This means 
that as the prices of their services became higher, workers 
offered smallor services for sale. After a certain stage, 
therefore, the supply curve runs downwards. But these cases 
are so few that*the law of supply holds good almost in all 
cases. 

Equilibrium of demand and supply : We arc now in 

a position to combine the demand and the supply curves. 
Let us take the two lists of tlie demand and the sii])ply 
schedules in one table. 


Buyers of tea 
will buy 

at ibc price 

Sellers,of lea 
will sell 

1,000 lbs. • 

Rs. 8 

4,000 lbs. 

1,500 lbs. 

Rs. 6 

.3,500 lbs. 

2,500 lbs. 

Rs. 4 

2.500 lbs. 

3,500 lbs. 

Rs. 3 

1,200 lbs. 


From this combined table we find thftt when the price 
of tea is Rs. 4 per lb., both the amount demanded and the 
amount supplied will be equal. This is the equilibrium 
price. If this price prevails in the market, all buyers who 
want to buy at this price will he able to satisfy their 
demand ; and all sellers will be able to soli the amount they 
want to sell at this price. If the price of tea were higher 
than Rs. 4, (say) Rs. 6, selleus would want to sell 3,500 lbs. 
of tea, while Buyers wottld buy only 1,500 lbs. As after 
1,500 lbs. of tea were sold, there would be sellers who were 
willing to sell an additional amount of 1,000 lbs. of tea at 
even Rs. 4 per lb., the price of tea would come down in 
the market. If, howOver, the price is Rs. 3, buyers are 
anxious to buy 3,5Q0 lbs., ‘while sellers will sell only 
1,200 lbs. There will be a group of unsatisfied buyers who 
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are willing to pay Rs. 4 for an additional 1,300 lbs. of tea, 
and the price of tea will go up. 

In Fig. 4, the curve DD' represents thd demand for the 
commodity (tea); and SS' represents the supply curve for 
the commodity. 'Fhc two curves intersect each other at P. 



PP' therefore measures the equilibrium price at w'hich 
buyers will be willing to purchase OP' amount of tea and 
sellers will also sell the OP' amount. If the actual price is 
equal to QM, then from the demand garve, we know that 
buyers will purchase at that price only OM amount of tea, 
while sellers are willing to sell tjje OM' amount. The 
anxiety of the sellers to^sell will drive the pricq down again 
to PP', the true ef^uilibrium price. 

Changes in demand and supply : We ^pass on now to a 

consideration of the effects ^f changing demand and supply. 

The demand for a^ commodity* may increase or decrease 
during a given period. The phrase, “increase or decrease 
of demand” should be carefully interpreted. If, owing to 
some changes in the conditions of supply, the price of a 
commodity rises or falls, its demar^i will also decline or 
increase. This increase or decrease in demand following 
a price change Is not referred to when we speak of a ch&nge 
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in demand. In this case, the demand schedule does not 
change, but the amount demanded changes in response to 
changes in pricA. 

* Demand may change for other reasons as well. First, 
if the number of consumers changes on account of the 
growth of population, demand for a commodity may change 
independently of changes in prices. In a country with 
increasing population, the demands for commodities are 
likely to increase on account of the increase in the number 
of buyers. Secondly, the demand for a commodity may 
change because the tastes of the consumers have changed in 
the meantime. The demand for cigarettes has risen, while 
that for hidis has fallen on account of a change in taste in 
favour of the former. Thirdly, demand may change because 
of a change in the incomes of the consumers. At higher 
incomes, demand for certain things wilj increase, while that 
for the “inferior goods” may decline. Lastly, demand for 
a commodity may change because the prices olE certain other 
goods change. For example, when the price of coffee falls, 
the demand for tea may increase though the price of tea 
remains the same. Because of these reasons demand for a 
commodity may change even though there is no change in 
its price. In such a case, the old demand curve will no 
longer be valid, but will be shifted upwards or downwards 
• as in the following graph. 

PRICE 
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The original demand curve is dd. When the demand 
increases, the curve is to be moved upwards, and the new 
position is to be represented by dj d|. If cfeinand f^lls, the 
whole curve will shift to dad,. When demand changes, 
buyers will buy either larger or smaller quantities at all 
prices. * 

Changes in supply * As with demand, a change in 
sujjply means a shifting of the whole supply curve SS in 
the upward or downward direction. 



QUANTITY 


Fig. () 

Here SS is the original supply curve, increase in supply 
is represented by Si S,. It means that at all prices more is 



forthcoming, or the same amounts are offered for sale at 
lower prices. A fall in supply is represented by S^Sj. ^ 
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Equilibrium with demand and supply : Let us sup|X>sc 
^ that, the demand for a commodity increases, and the demand 
cjirve moved info the new position d^di. Since supply may 
not change at once, the new demand curve will intersect 
the old supply curve SS at instead of P. The price will 
rise. If the supply also increases, the new supply curve will 
be SiSi, intersecting the new demand curve at Pa. This 
price may be* lower or higher than the original price P, 
depending on the relative changes in demand and supply. 
Wlien the charfge in the supply curve is relatively larger 
than that in the demand curve, the new price may be lower 
than the original price; where the change in the demand 
curve is larger, the new price will be higher. 



CHAPTER XI 


CHARACTERISTICS OF THE DEMAND CURVE 

Elasticity of demand : When the price of a commodity 
changes, its demand will also change. But the rate of change 
in demand may be rapid in the case of some commodities 
and slow in the case of others. The rate at which demand 
for a commodity will change when its price changes^ is known 
as elasticity of demand. It is a measure of the responsiveness 
of demand to a change in price. It is equal to the ratio: 

j. _A proportionate change in demand 
~~A proportionate change in the price 

If both the price and the demand change by 1 per cent, 
the ratio will be equal to one. This is the case of unit-elasti¬ 
city of demand. If, however, a 1 per cent change in price 
leads to a 2 per cent change in demand, the ratio will be 
equal to 2. In this case, elasticity of demand is regarded as 
greater than unity. In the last case, when a 1 per cent 
change in price is followed by J per cent change in demand, 
the ratio is less than one, and the elasticity of demand is 
regarded as less than unity. When elasticity of demand is 
greater than unity, this is regarded as an instance of elastic 
demand; when it is less than unity, it is a case of inelastic 
demand. 

In cases of elastic demand, we have seen that a 1 per cent 
change in pric« leads to more than 1 per cent change in 
demand. Now the total proceeds obtained from the sale of 
a commodity are equal to the price multiplied by the quan¬ 
tity sold. The total sale proceeds are called the total revenue. 


^ The change in price must be /cry small: otherwise there will be 
certain difficulties. Let us aupposc t,iiat the price of tea falls from Rs. 6/- 
per lb. to Rs. 5/-. If we calculate the rate of change in price on the basis 
of the higher price, price falls by 16-6 per cent. On the basis of the lower 
price {i.c., Rs. 5/-), price falls by 20 per cqnt. Which of these two are 
we to lake for measuring elasticity? The above difficulty does not arise 
when the absolute changes in price are very small. The best way out of 
this difficulty is to measure elasticity on the basis of changes in the total 
revenue. 
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If the quantity demanded increases by more than 1 per cent 
when the price falls by I per cent, the total revenue will 
increase. In other words, when the elasticity of demand 
is'greater than unity, total revenue will increase when the 
price falls, or will decrease when the price rises. When the 
elasticity of demand is less than unity, total revenue will 
increase when the price rises, and will decrease when the 
price falls. cases of unit-elasticity, total revenue will 
remain the same, whatever the change in price. Let us 
illustrate the three cases by means of an example. 


Table I 


The relation between the price of tea per lb. 
and quantity sold. 

Price Quantity sold * Total revenue 


Rs. 6/- per lb. 1000 lbs. 

Rs. 5/- per lb., 1200 lbs. 

Rs. 4/- per lb. 1500 lbs. 


RS. 6,000. 
Rs. 6,000. 
Rs. 6,000. 


In this case, whatever the percentage change in price, the 
quantity sold changes in the opposite direction by cjCactly 
the same percentage and the total revenue remains the same. 

“Elasticity of demand is equal to unity. • 

In another marlget, a quite different relationship might 
prevail. This is illustrated in table II: 


• 

Table II ' 

• 

Price • 

Quantity sold 

Total revenue 

Rs. 6/- 1 

100(f lbs. 

• 

Rs*. 6,000. 

Rs. 5/*- 

1300. lbs. • 

Rs. 6,500. 

Rs. 4/- 

1700 lbs. 

Rs. 6,800. 


Here the quantity isold increases by a large percentage 
than that of the price .so that the total revenue increases as 
the price drops. Elasticity of demand is greater than unity. 
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The third case is given in table III: 


Price 
Rs. 6/- 
Rs. 5/- 
Rs. 4/- 


Table III 

Quantity sold 
1000 lbs. 
1100 lbs. 
1250 lbs. 


Total revenue 
Rs. 6,000. 
Rs. 5,500. 
Rs. 5,000. 


In this market, the total revenue decreases as the price 
falls. Elasticity of demand is less than unity; or simply 
demand is inelastic. Thus we can determine the elasticity 
of demand by looking to the changes in the total revenue 
following changes in prices. 

These three cases are illustrated on the following curves. 



QUANTITY 

UNIT.ELA8TICITY 

Fig. 8 



QUANTITY “ 

ELASTICITY GREATER THAN UNITY ( ELASTIC) 

i 


Fig. 9 
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QUANTITY 

elasticity less than unity (inelastic) 

Fig. 10 

Factors determining elasticity of demand : W^hy is the 
elasticity of clcitiand for a commodity or for the product of a 
firm high and that for another low? What factors determine 
the elasticity of demand for a commodity? * 

The most important factor determining the elasticity of 
demand for a commodity is the possibility of finding substi¬ 
tutes for it. If good substitutes are avail- 
Elasticity is high able for a commodity, its demand will be 
stitutS^ highly clastic. If the price of tea rises* and 

that of coffee docs not, then a good number 
of people will change over from tea to coffee. They will 
drink more coffee and less tea than before the rise in prices. 
Hence the demand for tea will fall off by a large percentage 
when its price rises. Conversely, when there arc no satis¬ 
factory substitutes as in the case of pit, consumers cannot 
satisfy their needs by purchasing other gooejs. So its demand 
will not fall off materially when its price rises a little. 

It is for thi^ reason that •the demand iof necessaries is 
generally inelastic,* while that for luxuries is elastic. In the 
case of such necessaries as salt* wheat, rice, etc., buyers feel 
that these are practically essential to their physical well-being, 
and it is not possible to find good substitutes for them. Hence 
the demand for necessaries is inelastic. Most families would 
contrive to maintain the purchases gf necessary food articles 
even if their prices rise a little. The desire for luxuries can. 
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however, be satisfied in alternative ways. For example, if 
the price of oranges go up, one can easily turn to (say) 
bananas. If the price of meat is higher, one can buy more 
fish or more eggs and less meat than before. In this way the 
demand for luxuries is likely to be elastic. 

The possibility of substituting one coirimodity by others 
will also depend on its price, and on the average level of 
money incomes of its buyers. Demand for the cheapest 
articles is usually very inelastic. Because their prices are 
already very low, no substitutes are available if their prices 
rise a little. Salt is usually sold at such a low price that it is 
not possible to find equally good substitutes even at slightly 
higher prices. Similarly, the sale of an article may not show 
any great response to a change in price, because it is brought 
mainly by people who can disregard the price change. Hence 
rich people have in general a less elastic demand than poor 
people. To the rich a 10 per cent rise in the price of a com¬ 
modity ordinarily sold for Rs. 4 or Rs. 5 will be of little 
consequence. They will not bother to find out substitutes for 
the commodity ; they won’t probably feel that it is necessary 
to switch over to substitutes. 

The desire to find out a substitute for a commodity will 
be Ibw if the total expenditure on the commodity forms a 
very small part of the total income of an individual. In that 
case, a small rise in its price will be very nearly disregarded 
as the sum affected is too small to botfier. 

The possibility of substituting one commodity for others 
will increase when the commodity-can be put to a variety of 
uses. For example, electricity can be used for .lighting, cook¬ 
ing, or heating the room during the winter or for keeping it 
cool during the summer, etc. In each use,* it has substitutes ; 
kerosene, and' candles for lighting, coal and gas for cooking 
and heating. Let us suppose that at the prelent price for one 
unit of electricity, an individual can profitably use it for only 
lighting purposes. For cooking and heating, the price is 
too high in comparison with the prices of coal* or gas. When 
the price of electricity falls, it may ‘oecome cheaper to use it 
for cooking and heating. It will, therefore, tend to displace 
coal and gas ih these uses, and its sale will increase by i large 
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percentage. The demand for electricity, or for other articles 

having a variety of uses will be elastic. 

• _ 

Further notA on the elasticity of demand : The concept 

of elasticity of demand that we have been discussing is known 
as the ‘'price-elasticity of demand/* It is the ratio of a small 
proportionate change in quantity to a proportionate change 
in price. It measures the way in which the demand for a 
product changes in response to a change in its price. It 
should also be noted that this concept of elasticity refers to a 
point on the demand curve. We measure the response of 
demand to an indefinitely small change in price at a parti¬ 
cular point on the demand curve. Each point on the demand 
curve may have a separate elasticity, and the latter may, and 
does differ from place to place on the demand curve. The 
demand for a commodity may be relatively inelastic at both 
high and low‘prices, and elastic over the middle range of 
prices. 

The demand for a commodity may also be elastic or 
inelastic in responso to changes in the money incomes of the 
consumers. As our incomes rise, we usually increase our con¬ 
sumption of certain articles at a faster rate than that in the 
case of other commodities. As we grow richer, most of us 
spend more money on such food as meat, eggs or milk, and 
a smaller proportion of our income on the common food¬ 
stuffs. In other words, the demand for son\p articles is elastic 
in response to chanj^es in money incomes. This is known 
as the income-elasticity of demand, which is the ratio of the 
percentage change in the quantity demanded to the percen¬ 
tage change in incomes, prices and other things remaining 
constant. 'I’his concept is valuable“^in analysing the effects 
of fluctuations in incomes on the prices and output of 
different groups of commodities. , 

We have aiready discussed three different cases of elasti- 
' city,—unit-elasticity, relatively elastic demand and relatively 
inelastic demand. It is necessary to mention two other cases 
of elasticity,-»-the two extremes,—perfectly elastic and per¬ 
fectly inelastic demand. A perfectly elastic demand exists 
when an indefinitely small change in the price of a product 
leads to an infinitely large change in the quantity demanded. 
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At the other extreme, there is the case of perfectly inelastic 
demand, when, whatever the change in price, the quantity 

Y I 


o X 

QUANTITY 

PERFECTLY ELASTIC DEMAND 

Fig. 11 

demanded reiAains the same. The case of perfectly clastic 
demand is represented on the curve by a horizontal line, 
while that of perfectly inelastic demand is represented by a 
vertical line. 

PRICE 



• QUANTITY 

PERFECTLY INELASTIC DEMAND 

Fig. 12 


We have so long been studying individual demand 
schedules and the total dem'and or ,an industry demand 
schedule for a particular cbmmodity. Such demand schedules 
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cannot be perfectly elastic. As everyone of us possesses 
limited incomes, it will not be possible for us to buy un¬ 
limited quantitiqp of a commodity. But the demand curve 
falting any individual seller under conditions of perfect com¬ 
petition may be perfectly elastic. It is to an examination of 
the relation between the character of an industry and the 
demand curve that we must turn. 

The industry demand curve (or the total demand curve) 
shows how much of a commodity produced by an industry 
will be demanded at different prices during a given period 
of time. It is the combined demand for the combined out¬ 
put of an industry. Looked at from the point of view of the 
sellers, such a demand curve will show the total amount that 
all of them will be able to sell at different prices. It docs 
not tell them how much each of them will be able to sell 
out of the total demand. Of course, if the total demand for 
the product is large, an individual seller may expect to sell 
a larger output than if the total demand is small. But how 
much of the total demand he will be able to meet will depend 
primarily on his individual seller’s demand curve. Such a 
demand curve will tell him how much outj)ut he will be 
able to sell at each possible price. 'I'he character of the 
individual seller’s demand curve depends, partly u[x)n the 
character of the industry demand curve, and partly upon the 
, character of competition in the industry. Given the industry 
demand schedule, the elasticity of the demtind curve facing 
each individual seller depends on the nature of competition 
prevailing in the industry. 

Several types of situgition are imaginable regarding the 
competitive position of different seljers. In one extreme, 
there may be many sellers, each selling an.identical product. 
This is the case of perfect competition. Or, there may be 
many sellers, selling what is^callcd differentiated products. 
This is the case' of monopolistic comj^etition. Lastly, there 
*may be one s*eller, a case of pure monopoly. 

In a perfectly competitive market, there are many sellers, 
selling an identical product. The output produced by each 
seller is a very small part of the total output. He can, there¬ 
fore, sell all he can produce at the current market price, 
without depressing that price. If he raises his price above 
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the market price, he will not be able to sell anything, as all 
buyers will then buy from other sellers at the market price. 
If ’he charges a price lower than the market price, all b\iyers 
will go to him, and he will be able to sell all he can produte. 
The demand curve facing a seller in perfect competition is 
thus perfectly elastic, while it is quite possible that the 
industry demand curve is inelastic. For example, the indus¬ 
try demand curve for wheat is inelastic. But the demand 
curve facing each seller of wheat (there being usually a large 
number of sellers of wheat selling an identijcal product) will 
be perfectly elastic. 

In the other extreme case, that of pure monopoly, there 
is only one seller, selling a product for which there are no 
close substitutes. The demand curve facing the seller is the 
industry demand curve, which is likely to be inelastic because 
of the difficulty of getting substitutes. 

In monopolistic competition, where there are many 
sellers, selling differentiated products, products of dif¬ 
ferent sellers are not perfect substitutes. But they are 
close substitutes. Each seller, therefore, possesses some 
degree of monopoly in the sale of his product, and can raise 
his price a little without driving away the majority of his 
customers. 'I'he demand curve facing such a seller is not 
perfe'ctly clastic. It would ordinarily slope downward to the 
right, depending on the strength of the consumer’s prefer¬ 
ences. The more strongly consumers prefer the products of 
different sellers, the less will be the elasticity of the 
demand curve facing each seller. 

If there arc few sellers in aq industry, each of them 
will then play aq> important part in influenciqg changes in 
prices. Quite apaft from the reactions of his policy on others, 
each seller knows that his attempt to sell an increased output 
will tend to lower the price. • Even if all of them sell an 
identical product, each seller hasi fewer ,c6mpetitors from 
whom to draw customers by .lowering prices. If they sell' 
branded articles, consumers .have fewer alternative choices 
if the rise in price makes them seek a new brand. On the 
whole, therefore, sales will be less responsive to changes in 
prices than in the case of man)^ sellers„and the demand curve 
facing tach seller will have low elasticity. 
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FORCES BEHIND THE DEMAND CURVE 

Arc thertf any factors which lie behind the demand curve 
and shape its downward direction? According to classical 
writers, whose * greatest exponent was Prof. Marshall, the 
main force lying behind the demand curve is the celebrated 
law of diminishing utility. We are already familiar with 
the meaning of the expression, utility. It simply means the 
capacity to satisfy a given desire. When we say that a com¬ 
modity has high utility, all that we mean is that it is intensely 
desired by somebody who is prepared to pay a high price in 
exchange for it. 

r 

Law of diminishing utility : The utility of a commo¬ 
dity to an individudl, i.e. the extent to which it is desired by 
him, depends on the amount of that commodity already 
possessed by him. The utility of a pair of shoes will be 
higher to an individual who docs not jdosscss any shoes than 
to another who already possesses three similar pairs of shoes. 
In other words, the utility of several units of a commodity 
to an individual diminishes with every increase in his stock 
of that commodity. This tendency towards diminishing 
utilities from successive units of the same commodity is 
operative in all branches of consumption. The rate of 
diminution,may be slow for some commodities, or rapid for 
others, but the tendency is still present, and a point will 
come when fur.ther instalments of the commodity would 
yield no utility at all. This generalisation is known as the 
law of diminisning utility, which has been stated by Marshall 
in the following words. 

**The additional benefit which a person derives from a 
given increase of a st^ck of a thing diminishes with every 
increase in the stock that he already has/* 

r 

Utility, as we have seen, can only be measured indirectly 
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through the price that a man is willing to pay for the com- 
. niodity. Stating the law in terms of prices 

arginai unit. we may assume that‘a person will be 

just willing to pay Rs. 16 for one pair of shoes. The sum 
then measures the utility of one pair of shoes to him. 
The second pair obviously yields less satisfaction than the 
first, and hence, for it he will olfer less money, (say) Rs. 14. 
'rhis sum measures the utility of the seconck pair to him. 
For the third pair he will, according to the same reason, 
lower his offer further, say to Rs. 10. Then this sum 
measures the utility of the third pair. In this way, as he goes 
on purchasing more shoes, he will offer lower and lower 
prices, until a point will come when he will refuse to buy 
any more shoes. The last pair of shoes which he is just 
induced to buy at a given price is known as marginal pair, 
and the utility that he derives from this pair is known as the 
marginal utility. Suppose, he will just buy three pairs of 
shoes and no ihore. 'Fhcn the marginal utility of shoes, so 
long as lie buys three pairs, is measured by Rs. 10. We may 
then state the law in the following way: — 

“At any given time the marginal utility of any commo¬ 
dity to its owner decreases with every increase in the stock 
of that commodity." 
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The law may be graphically represented in this way. 
Along OX (Fig. 13), wc measure the units of the commodity 
(shoe) and along OY wc measure the price that a man is 
willing to pay for different pairs of shoes. For OA pair 
of shoes, the consumer will pay AA' price; for All pair, he 
will pay BB' price because the utility of the AB pair Avill be 
less than that of OA pair of shoes. Similarly, for BC pair, he 
will pay CC'* price; for CD pair, DD' price ; the latter 
becoming less and less as he purchases more and more pair of 
shoes. A curvetjoiiiing the points A' IV C' D' will represent 
the law of diminishing utility, and will have a negative slope. 

Limitations of law : The phrase, “at any given time,” 
points to an important qualification. If we take a certain 
period of time into consideration, the consumer’s haljits or 
tastes may change in the meanwhile. Hence it is no excep¬ 
tion to the law to say that the more good 

ancr**habits ^ hears, the greatfr is his desire 

must be assumed for music; or the more a man drinks, the 
chang«r^"' is his desire for additional drink. 

For, in the meantime, the consumer’s habits 
or tastes have been altered. We must assume a period of 
time suitable to each occasion. It still remains true that at 
any given moment, given consumer’s tastes and habits as 
fixed, successive units will yield smaller satisfaction than 
they did before. 

Similarly, we must take the units to be of suitable 
amount. If earlier doses are very small, the marginal 

utility may rise at first, instead of falling. 

If we take vtry A very short hoKday might not fully 

rrarginal"*^*'utUky rec^pcrate and soothe O' man’s work-worn 
may increase. •faculties ; while another holiday of double 
^ duration w6uld yield morb than double 
^utility in so9thing his nerves. Hence we must take units 
to be of reasonable and adet^uate amounts. These limita¬ 
tions are not thus real limitations. They merely dot the i’s 
and cross thd t's of the law. 

t 

There are certain groups of commodities, the marginal 
utility of which does not diminish \Cith every.increase in the 
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Stock of them. The collector of curios, or stamps, may desire 
additional units of curio articles, or stamps with increas¬ 
ing intensity. But according to Viner,^' this 
is no limitation, if we take a complete sk 
as the proper unit of observation. For 
example, if there are kno\^ul to be in exis¬ 
tence two pearls of the same type, these two should be taken 
as one unit. The addition of pearls of the saipe type to this 
unit will yield diminishing utility. 


In ccrlain cases, 
e.g., stamps, mar¬ 
ginal utility may 
increase. 


In some cases, the marginal utility df a commodity 
depends, not only on the stock that the consumer possesses, 
but also on the stock possessed by other people. The 
marginal utility of one set of telephone, for example, rises 
with increasing use of telephones. Similar is the case with 
fashion or style commodities. But there is no doubt that at 
any given time, given the extent of the use of the commo¬ 
dity, the utility of additional units to an individual dimi¬ 
nishes. For example, if the number of telephone-users 
remain fixed, an additional set of telephone will yield less 
satisfaction to the same person than the first set. 

In spite of these limitations, which are of no great impor¬ 
tance, the tendency shows itself so widely and with so few 
exceptions tliat we can speak of it as universal. The law is 
important on the ground that it lies at the basis of the law 
of demand, and provides adequate reasons for the negative, 
i.c., downward slope of the demand curve. 

Total utility and marginal utility : Total utility is the 
sum of the utilities of all units jDossessed by a consumer. 
It is equal to the hmouht of utilities which we Vould lose if 
we were deprived‘of all units of the commodity. Marginal 
utility is the utility yielde€l by that unit df the commodity 
that a person is just induced to ‘buy at a giveni price. To take 
the case of shoes, suppose a person buys‘only three pairs.. 
Then the total utility of shoes to him • is measured by 
(Rs. 16-f 14-1-10) or Rs. 40, while marginal utility is equal 
to Rs. 10. 
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It is marginal utility, and not total utility, that is 
measured by price. A person will go on buying a commo- 

tiity upto the point at which its marginal 


Price measures 
marginal utility, 
not total utility. 


Utility to him will be just equal to the 
price that he has to pay. It is the utility 
•of one more or one less unit of water which 


influences its price, and not the utility of all units of water 
in our possession. It is evident, therefore, that the concept 
of total utility is only of the theoretical importance, while 
that of marginal*utility is one of great practical importance. 
No one knows, no one cares to know, the total utility of all 
units of a commodity, say tea. It never enters into one’s 
calculations. But the concept of marginal utility enters 
daily into practical life. The question which every buyer 
of commodities asks himself is where to stop. He has to fix 
a margin in every purchase, and in fixing it he has to deride 
whether one unit more or less is or is not as desirable as the 
money that he will have to part with. At last he decides to 

stop purchasing;—he has arrived at the 
The marginal margin. It should be noted here that the 
last unit. marginal utility is not the utility of the 

last unit; it is the utility of one more or 
one less unit of a commodity, because physically all tinits 
are indistinguishable. Thus the utility of one pound of tea 
in my stock is the same as that of arwy other poutitl, 
including the last in j;he same stock. But the utility of one 
pound of tea in a stock of five pounds is greater, other things 
being equal, than the utiUty of one pound of tea in a stock 

of six or more pounds. 

§ 1 « 


Importance of the margin : The price of a commodity 
tends to become equal to its marginal utility. As an indivi¬ 
dual goes on buying more and more units of*a commodity, 
^he utility tlvit he desires from sucejsssive units tends to 
decline. He will stop at the jloint when the utility that he 
obtains from the last unit puithased is just equal to the 
price. This ftnit is known as the marginal unit, and the 
utility yielded by this udit thu§ becomes equal to the price. 
The concept of the marginal unit is thus of great importance 
in the theory of value. 
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It has been stated that the utility of this marginal unit 
determines value. This is a wrong statement. Margins are 
never the causes of value; rather margins, equally w|th 
value, are caused and determined by the interaction of the 
forces of demand and supply. Where demand and supply 
curves meet, they determine both value arid the margin at 
the point of intersection. “Marginal uses and costs do not 
govern value, but arc governed together with value by the 
general relations of demand and supply.'*^ 

The marginal unit docs not, therefore, govern value. 
Of course it is true that had the marginal unit been not 
. available the value of the commodity 
af^wtfidi,'\mF*not would havc bccn different. But this is 
by which, value is equally true of any other unit, since by 
dcici rained. hypothesis, all units arc inciistinguishable. 

It is not the demand for the marginal unit, nor the cost of 
the marginal unit that determines value. Rather it is the 
total demand in equilibrium with the total supply that 
governs value. Moreover, the position of the marginal unit, 
as marginal unit, is itself dependent on the entire demand 
in equilibrium with the entire supply. Suppose that a boat 
could only carry nine men and it is already full. Now, 
suppose a tenth man jumps into the boat and sinks it. We 
cannot say that it is the weight of the 10th man alone that 
caused the boat to sink. The correct statement will be that 
it is the weight of nine men plus that of the 10th man that 
caused the boat to sink. Similarly, it is not the utility of 
the marginal unit that governs value; but it is the demand 
for other units, filus the demand for the marginal unit that 
govern value. It is the entire demand and the entire 
supply that govern both the margin and the value. Margin 
is a point at which and not by which valued is determined. 

* T 4 

That docs not, of course, mean that the marginal unit 
has no influence on value. Marginal unit, like any other 
unit, is a part of the total supply and hence exerts some 
influence. The absence of the marginal unit, or the marginal 


■ Marshall —Principles of Economics, p. 410. 
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buyer or seller would modify value, because the total supply 
or dgmand would then be different. 

^ The theory bf marginal analysis is, however, important 
on the ground that the margin is the focus at which we can 

best study the action of forces that deter- 
margin^” to * Diine Value. The influence of forces that 
study the forces -wiH cause any change in value will mostly 
that govern vaiuc^ margin. When the price of 

agricultural produce falls, the marginal land, i.e., the land 
on which the cost of production is barely covered by the 
price, would be the first to be thrown out. The margin is 
thus the centre, the focus. And so we should always go to 
the margin, we economists, and consider its ways. 


•AN ALTERNATE THEORY 

In recent years the theory of marginal utility has been 
criticised by a number of writers, notably by Professors Hicks 
and Allen. In the'first place, it has been stated that the 
theory of marginal utility assumes that a consumer will be 
able to know the utility of any particular commodity in 
isolation, without reference to other commodities. This is, 
however, not the case. The utility of a commodity to an 
individual is always determined with reference to a large 
number of other commodities. Secondly, the theory assumes 
that utility can be measured. The problem of measurement 
of the utility of a commodity involves many assumptions of 
doubtful validity, which ^rc not essential to the determina¬ 
tion of value. According to Prof. Hicks, if we study the 
behaviour of consumers, all that we find is that they prefer 
one combination «of goods to another. It is not necessary for 
economists to do more than -merely take note of this fact, 
without assuming,anything about the utility or satisfaction of 
individual commodities. An approach to the theory of value 
along these lines would involve fewer and less complicated 
hypothesis than were necessary in 4;he case of the utility 
theory. • 

The theory of niarginal preferences : Let us take the 
case of an individual who has a certain amount of money 

10 
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income which he proposes to spend on a number of goods. 
This individual, like most other persons, is probably ajccus- 
tomed to consume reasonably definite quantities of a numbpr 
of commodities. He has certain habitual levels of expendi¬ 
ture, determined on the basis of the standard of living of his 
family. What he usually does is to adjust this expenditure 
from time to time, cutting down expenditure on some lines 
in order to spend more in other directions* He usually 
compares the modifications that are possible. 

This individual usually finds that a itumber of alter¬ 
natives are open to him. He may, for example, decide to 
walk a longer distance to the bus stop, and so save some 
money on transport, and spend it by taking his family to a 
cinema. Or, he may try to save some money by spending 
less on his dress to give some present on the occasion of his 
wife’s birthday. All these alternatives are set against each 
other, and a decision is made. Once this decision is made, 
and the individual is found to buy less of A and more of B 
at some time. Wc conclude that he prefers B to A, without 
attempting the difficult task of measuring the utilities of 
both A and B. Thus if we find that he is spending Rs. 10 
less on A and Rs. 10 more on B, we shall simply say that he 
prefers ten rupees' worth of B to ten rupees’ worth of A. 

If, after this adjustment is made, the individual does not 
attempt further to modify the scale of expenditure, we may 
conclude that after this substitution, his preference for ten 
rupees’ worth more of both A and B is equal, and no advant¬ 
age lies in further substitution of B for A. He has arrived 
at the margin in respect of a combination of these two 
commodities. # 

Marginal rate of substitution : In the example discussed 
above, we have seen that^ our individual, when confronted 
first with a choice between ten rupees’ wort^ of A and ten 
rupees’ worth of B, preferred B to A. In other words, ten , 
rupees’ worth of B was considered to be preferable to ten 
rupees’ worth of A. But once this substitution was made, 
relative preferences changed ; and the increase in the stock 
of B decreased his preference for additional quantities of B 
while the decrease in the stock of A raised his preference for 
that commodity. This change in relative preferences was 
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such that he was no longer prepared to substitute B for A. 
In other words, the relative preferences for one more unit 
of*B and A are equal at this stage, and none will be substi¬ 
tuted for the other. When relative preferences for two 
commodities are thus equal, the ratio of one commodity in 
terms of another bas been given the name of Marginal Ra^^e 
of Substitution (MRS). 

Marginal fate of substitution has been defined as the 
ratio between small units of two commodities which are 
equally preferreef. The marginal rate of substitution of B 
for A is the amount of B that is equally preferred to one 
small unit of A. In our example, ten ruj)ees’ worth of B 
was equally preferred to ten rupees’ worth of A. Let us 
suppose that the price of one unit of A is Rs. 2 and that 
of one unit of B is Rs. 5. In this case the individual consi¬ 
ders 5 units of A to be equal in preference to 2 units of B. 
The marginal rate of substitution of B for A^is, therefore, 
equal to 

5 units K)f A ^ 

2 units of B 2 

The ratio of the price of B to that of A is equal to 5/2. The 
marginal rate of substitution of B for A is therefore equal to 
the ratio of their prices, i.e. equal to 5/2. The marginal 
^ate of substitution of one commodity B for another A= 

One unit of A _ * Price of B 

That amount of B which is equally ~ Price of A 
preferred to one unit of A 

Diminishing marginaP rate of substitution : In the 

theory of utility it is stated that more' units of a commodity 
a person has, the less becomes the margiftal utility of the 
commodity. This* law of diminishing utility is replaced in 
this theory by th« law of diminishing marginarrate of substi¬ 
tution. The imorfe of B and the less of A an individual 
possesses, the less* attractive a*n additional unit of B will 
appear in relation to the loss o*f one more unit of A. In 
other words, tfie marginal rate of substitution of one commo¬ 
dity for another decreases as aru individual possesses increas¬ 
ing quantities of this commodity. The more units of.B are 
substituted for A, the less will be the marginal rate of 
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substitution of B for A. When the marginal rate of substi¬ 
tution of B for A is 5/2, the individual is indifferent whether 
he gives up 5 units of A for 2 units of B. But once he substi¬ 
tutes 5 units of A for 2 units of B, he will no longer be will¬ 
ing to give up 5 units of A for 2 units of B. As his stock of 
A has declined, his preference for A increased, while that for 
B falls as he already has 2 units of B. The gain of 2 units 
of B will no longer compensate for the loss <3f 5 units of A. 
But he will probably be willing to substitute 3 units of A 
for 2 more units of B. At this stage he equally prefers either 
2 units of B or 3 units of A ; and the marginal rate of substi¬ 
tution of B for A will be 3/2. In other words, the marginal 
rate of substitution of one commodity for another diminishes 
as a person has more of this commodity and less of the 
second. 

One advantage of this method is that it is more realistic 
than the theory of marginal utility. Unlike the latter theory, 
it does not state that the demand for a commodity B depends 
on the desire of the consumers for tljat commodity alone. 
On the other hand, it expressly recognises the fact that the 
demand for a commodity depends, not only on the desire of 
the consumers for that commodity, but also on their desires 
for all other commodities which they purchase or intend to 
purchase with their money. 

A note on the doctrine of consumer’s surplus : The* 
doctrine of consumer’s surplus is a deduction from the law 

of diminishing utility. The price that we 
It is deduced pay for a thing measures only the marginal 

from the theory of ^ ^ i 

diminishing utility. Utility, but not me total Utility. Only on 

* the fnarginal unit, which i man is just 
induced to buy, tbe price is exactly equal to the satisfaction 
that he expects to get from that unit. But on other units 
that he buys, he enjoys some extra amount of satisfaction. 
He would be willing to pay higher prid:es for these unitf 
than what he actually pays for them.* The difference 
between the amount of satisfaction which a consumer obtains 
from purchasing things over that which he foregoes by pay¬ 
ing money for them is the economic measure of consumer’s 
surplus. It represents, the excess 6f satisfaction that he 
secures, the excess being equal to the difference between the 
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Utility of the goods acquired and that of the goods sacrificed. 
Had he been deprived of the commodity, he would then 
have’been forcccl to spend the money on the purchase* of 
oftier commodities from which he docs not derive the same 
amount of satisfaction as before. 

In order to. give definiteness to our ideas, let us take 
up the example of shoes given before. As we have stated 
already, from the first pair of shoes, a man expects to get 
satisfaction worth at least Rs. 6 ; from the second, he expects 
additional satisfaction worth Rs. 5. From the third, he ex¬ 
pects additional satisfaction worth Rs. 4. Suppose lie is just 
induced to buy three pairs and no more. Since in a market, 
there cannot be more than one price, the price that he pays 
for each pair is measured by that of tlie marginal pair i.c., 
by Rs. 4. He will pay (I x 3) or Rs. 12 in all for the three 
pairs. But by hypothesis, he is enjoying from the tlnee pairs 
an amount of satisfaction worth (Rs. 6 -f- Rs. .5 + Rs. 4) = Rs. 15. 
Hence he enjoys a surplus of satisfaction fronj his purchase 
worth (Rs. 15 —Rs. 12) = Rs. 3. Consumer's surplus is then 
measured by the difference between the total utility and the 
marginal utility multiplied by the number of units purchased. 



Fig. 14. illustrates,the amount of consumer’s surplus that 
an individual obtains from the consumption of a commodity. 
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In fig. 14. price or utility is measured along OY, and the 
quantity is measured along OX. For OA amount of a com¬ 
modity, an individual is willing to pay AJy, i.e., he expects 
to get at least OAAT' amount of satisfaction. Otherwise lie 
will not pay a price equal to AA'. For AB amount, he will 
pay a price equal to BB'. That shows that he expects to 
derive ABB'A' amount of satisfaction from AB units. For 
the BC unit, he will pay CC' price which means that he 
expects to get from it satisfaction equal to the area BCCB'. 
Supposing he purchases these three units, pA, AB and BC 
at the price CC', the aggregate sum of money that he spends 
is measured by the area OCC'P (i.e., OC' x CC'). Hence the 
consumer derives from the purchase of OA, AB and BC units 
surplus satisfaction measured by the area PC'AT'. 

The amount of surplus satisfaction depends, in the 
words of Marshall, on our opportunities, or conjuncture. In 
modern societies, many articles are produced with great ease 
and with low 'cost, and hence sold at very low prices, whereas 
the satisfaction that we get from them is often very great. 
But in the less developed communities,*^ the satisfaction that 
we would get from a commodity would seldom exceed the 
dissatisfaction or the disutility of producing it. 

Difficulties of measuring consumer’s surplus : Certain 
difficulties have to be faced in measuring consumer’s surplus 

in terms of money. It must be assumed 

thrma^?nal“tiHty spending of more or less money 

of money to be un- does not affect the marginal utility of 
Ranged through- money, or if it affects at all, must affect it 

in such a slightmanner that it can be 
ignored. This assumption is justified only when the expendi¬ 
ture on any particular commodity forms only a very small 
part of the total income.'* But when we have to consider 
the case of commodities, the expenditure on which forms a 
substantial part of the-total income, the increa»3 or decrease- 
of expenditure will alter the marginal utility of money and 
thus vitiate our conclusions. 

I 

This difficulty is real, and limits the utility of the 
doctrine. Marshall’s reply t6 this criticism was that this 
difficulry was present in all economic problems, and so was 
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not special in the case of this doctrine. J. R. Hicks' has 
suggested a solution for this difficulty. According to him, 
the T^est way of. looking at the problem is to conceive of 
consumer’s surplus in the nature of a gain in money income 
caused by the fall in the price of a commodity. Suppose a' 
person will buy. 4 pairs of oranges at 10 pice a pair, and iV 
the price falls to 6 pice, he may decide to purchase only 4 
pairs of oranges at 6 pice per pair, and his money income 
will then have increased by 4 as. which he may spend on 
other commodities. Most probably with the relative change 
in prices, he may decide to buy more oranges, and less of 
other commodities, and so make himself better olf. In any 
case, we can conclude that the consumer’s surplus that he 
derives from the fall in the price of oranges will not be less 
than 4 as. 


Another difficulty arises when the aggregate consumer’s 
surplus in a market from the consumption of a particular 

commodity is to be measured in terms of 
wealth *^*^"^*^* money. For in a market composed of 

different classes of people, some of whom 
are rich and others are poor, the spending of a rupee means 
greater sacrifice to the poor than to the rich. Moreover, even 
if all persons possessed equal incomes, the tastes or sensibi¬ 
lities of different persons would vary. One person may desire 
a thing with greater intensity than another and hence he 
may be willing to offer a higher price for that thing; or 
alternately, even after paying the same price as the other 

person, his satisfaction will evidently be 
greater. But these difficulties do not put 
• an insurmountable obstacle in the way of 
measuring the consumer’s .surplus in a market. For, when 
we consider the case of a large number of people, the law of 
averages comes into operation. The high sensibility or 
wealth of a few persons fbr a thing will be balanced by the 
low sensibility or poverty ©f others so that on average, 
such differences of tastes or incomes may be neglected. 

Some economists, like Patten,»have argued that as a 
person goes on purchasing ^more and more units of a 


DifFcrenccs in 
sensibilities. 


^ Value and Capital, pp. 38-41. 
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As one buys more 
and more unils, 
the utility of 
earlier units de¬ 
creases. 


commodity, the intensity of his desire for earlier units 
diminishes. In other words, as he increases his purchases, his 

demand prices for earlier units ‘ fall, 
along with his satisfaction from their con¬ 
sumption. So our measurement of consu¬ 
mer’s surplus would be inaccurate. To 
take our example of shoes, as the person 
goes on buying shoes, his satisfaction from, the first pair 
diminishes, and is much less than Rs. 6 when he buys the 
third pair.” But “it is highly improbable that a slight change 
in the consumption of anything would have an appreciable 
influence upon the utility of the earlier increments, because 
a considerable change in consumption is necessary to make 
us aware that any change in ‘commonness’ has taken place’’.* 
Moreover, this misconceives the method of determining the 
lists of demand-prices. The objection would have been valid, 
if the list of demand-prices indicated the average utility of 
the units. In our example, the utility of the first pair of 
shoes is Rs. G. When he buys the second pair at Rs. 5, the 
average utility of the two pairs will be'Rs. 5/8. When he 
buys the third pair at Rs. 4, the average utility of a pair falls 
to Rs. 5. Hence if our demand curve measured only average 
utility, then as a man went on buying more and more of a 
thing, the average utility of the earlier units would have 
fallen. But the list of demand-prices indicates additional 
utility of additional units. The utility of the second pair is 
the utility that a person gets in addition to the utility of 
the first pair of shoes. And this utility is measured by Rs. 5. 
In that case, subsequent purchases would not affect the 
utility of earlier# purchases. And so the objection is not 
valid. 

Another difficulty is jthat we cannot ^raw the earlier 
portions of the demand curve which are purely hypothetical. 

We ourselves db not know, how much 
We do not know money wc would offer, if we are threatened 
schedule. With the almost complete loss of a commo¬ 

dity. For example, we cannot 'know, except 
by mere guess-work, what a person Svill be willing to offer 


* Pigou, 
page 65. 


'Some remarks oil utility*' in the Economic Journal, 1903, 
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for one pair of shoes, had it been known that there is only 
one pair of shoes in existence. Hence the demand-price of 
a commodity is a.mere guess-work except in the neighbour¬ 
hood of customary prices. But this is a mere theoretical 
difficulty, and HtTt a very serious one. For, the practical 
applications of the doctrine arc concerned more with the 
reactions on the amounts of satisfaction consequent on 
changes in prices in the neighbourhood of customary prices, 
than with hypothetical scarcity prices. What we want to 
measure in the changes in the aggregate consumer’s surplus 
made by small changes in prices (/’.g., in problems of taxa¬ 
tion). And for this purpose, our list of demand-prices, 
though defective, is fully sufficient. 

Some difficulty is introduced in the measurement of 
consumer’s surplus, owing to the presence of substitutes, or 
• complementary goods. Tea and coffee arc 
Difficulties owing often taken as the typical example of substi- 
tutes. If tea could not be had at all, people 
would take to coffee. 'Their loss of satis¬ 
faction owing to the* absence of tea would be substantial no 
doubt, but if both tea and coffee were al^sent, their loss 
would be far greater, for in that case, they would have no 
coffee to fall back upon. Thus the total utility of both tea 
and coffee is greater than that of tea plus that of coffee clctcr- 
• mined on the supposition that when one is absent the other 
is present. Hence even if we add togethev the total utility 
obtained from both £ea and coffee, that would not measure 
the total amount of satisfaction from their consumption. I'o 
meet this difficulty, Marshall suggests that in these cases, we 
should consider both tea and coffee as one commodity; and 
group the goods, which are substitutes, under one common 
demand schedule^ 


To determine the total utility of a commodity, which is 

^one of the necessaries of life, is a very difficult task. Often 

the satisfaction from their consumption is 

surplus from ncces- negative. That IS, we do not actually feel 

saries is often nega- any positive satisfaction from them. But 
tive and indefinite. . i j • i • ..i • i -n ..u 

we would seriously miss their loss. Rather 
than be deprived of them, we would offer everything we 
possess. The consumer’s surplus is thus often indefinite. 
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This is true, not only of necessaries of life, but also of con¬ 
ventional necessaries. In order to meet this difficulty, we 
may adopt the suggestion of Patten, and dvtinguish between 
a “pain economy” and a “pleasure economy.” The first*^is 
the stage when a person consumes only the absolute neces¬ 
saries to support life, “to prevent hunger, thirst, freezing ; to 
ward off pain, not to yield satisfaction.” The second stage 
begins after the first, when a person has got more than 
enough to support life, when positive satisfaction begins. 
Consumer’s surplus can be measured only in the second 
stage. 

Similarly, with regard to commodities which satisfy 

primarily the desire for distinction, the total consumer’s 

_ surplus is often indefinite. These things 

plus of articles pos- (^-gv diamonds) possess prestige value. 

s e s s i n g prestige And the satisfaction from such articles 
value IS indcrmitc. i i i • n t i • 

would decrease materially, if their price 

falls from the high level. For example, if the price of 

diamonds falls from the present level, its high utility to the 

present users would vanish. Hence in the case of such 

articles, a fall of prices will not always increase the amount 

of consumer’s surplus. 

Prof. Nicholson has cast serious doubts on the utility 
of th*e whole doctrine. “Of what avail is it to say that the 

utility of an income of (say) £100 a year is, 
The doctrine is iworth (say) £1,000 a year?” According to 
unrei.^^*^^^’ him, the doctrine is,, purely hypothetical 

and arbitrary. This is not correct. The 
doctrine points out the very important benefits that we 
derive from ouu economic environment, if wg compare the 
conditions now w,ith those of some past period, or the con¬ 


ditions of one country with those of another. For, as 
Marshall points out, the question would be of some avail if 
we compare the conditions in C6ntral Africa ^and London. 
There are many things, many amenities of life, which are 


available in London, but not in Central Africa. Hence we 


can say that a person with an income of £1,000 in Central 
Africa is almost as much well off as a similar person with 
£100 in London. Moreover, it must be pointed out that 
ordinarily we'do not want to measure the total utility of 
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income, but we want to know the amount of changes in 
consumer’s surplus due to small fluctuations in prices. And 
for this purpose ‘|fhe engine which he (Marshall) has devised, 
tHough limited in range, can therefore often serve us.”® 

Though the exact measurement of consumer’s surplus 
is not always possible, the doctrine is, however, not fanciful. 
It is neither hypothetical, nor unreal, because it is a genera¬ 
lisation from wour ordinary ideas, “'riiough that surplus 
may not be clear at the lower end of the scale of consump¬ 
tion, where baise necessaries alone arc bought, or at the 
upper end, where mere vanity is satisfied, it is unmistakable 
in regard to what may be called the true enjoyments of life.” 


Theoretical and practical utility of the doctrine : The 

concept of consumer’s surplus was first introduced by 

Marshall, “to put familiar language in a 

diffcrcnces between Arm compact shape, ready to serve as the 
vaiue.in-use and basis for further study.” The doctrine 
value-m-exchange. points out the important fact’that the price 

of a commodity doej not always indicate the exact amount 
of satisfaction derived from it. It provides a satisfactory 
explanation of the fact that for many commodities of 
ordinary use, like salt etc., the value-in-use and the value- 
in-exchange differ, and it provides a tool for a somewhat 

rough measurement of this difference. 
It enables us to Secondly, it enables us to compare the 
of di%crcnt periods, amount of real income, or the flow of 

utiKties that a member of one country 
enjoys in relation to that of the members of another 
country; that he enjoys tiuring the present period in rela¬ 
tion to some past period. Thirdl'f, it may be of some 

importance to the morfopolist. He may 
portani fn^^pr^- Ax the price of his articles so high as to 

ferns of the theory leave no cortsumcr’s surplus to any custo- 
ot monopoly. ^ 

fear the opposition of the consumers, or public intervention. 
So with a view to safeguard his* monopoly, he may lower his 
prices so as to leave a certain amount of consumer’s surplus. 


* Pigou, “Some remark^ on utility” in. the Economic Journql, 1903, 

p. 66. 
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He will be prompted to do it the more so, if he is actuated 
by the regard for public welfare, or for extending his 
future business. Present low prices, making ffeople 
familiar with the use of his article, would ultimately le&d 
to an increase of demand, and hence to increased profits. 

Fourthly, as Marshall ppints out, gains 
mcasure'^ihc^^gain from international trade may be measured 
from intcrnajioiial in terms of an increase of consumer’s 

Lfticlc ^ 

surplus obtained by the inhabitants of 
countries trading with each other. Fifthly^, the doctrine is 
of special iniporlance in problems of taxation. It may be 

of service to the Finance Minister in 
measure the effect deciding how much injury would be done 

of changes of taxes to the Consumer’s surplus by an additional 
on commodities. r r i 

tax of a few annas per maund on salt, or 

on sugar. If the commodity is one, whose production 
obeys the law of increasing returns, the price of the article 
would be raised by more than the amount of the tax; 
whereas, if it obeys the law of diminishing returns, the 
jirice would be raised by less than thd amount of the tax. 
Hence the loss of consumer’s surplus would be larger in the 
first case than in the second case. Prima facie, other things 
being equal, a tax on the second type of commodities is to 
be preferred to that on the first. The opposite happens in 
the case of bounties. Thus interlaced with many intricate 
problems of economic theory, the doctrine of consumer's 
surplus remains a very serviceable engine for the discovery 
of concrete truth. 



CHAPTER XIII 


ON INDIFFERENCE CURVES 

I 

The theopy of value whose basis is the concept of utility 
has been criticised in recent times. The Marshallian utility 
analysis, it is argued, proceeds on the basis that there is 
only one commodity which the individual consumer will 
buy at a time, and our task is to measure the utilities of the 
different units of this commodity. This assumption is not 
realistic in the theory of consumption, because consumers 
are usually interested in a combination of related goods. 
Moreover, thirf analysis assumes that utilities of different 
commodities can be measured. This is dilUcult, if not 
impossible. It is, therefore, better to hav^ an analysis 
which avoids these difficulties. I’hc indifference curve 
analysis seeks to achieve this objective. I’he indifference 
curve, a geometrical device, was stated by Edgeworth in his 
book. Mathematical Psychics, and was later developed by 
Pareto. 

The analysis starts with the assumption that an indivi¬ 
dual consumer can substitute one commQdity for another. 
This is more or less true with regard to the vast majority 
of commodities. If it is possible to substitute one commo¬ 
dity A (say, a piece of dhoti) for another B (say, a shirt), a 
consumer can then find several combinations of these two 

I B 

commodities which are equally preferred by him. For 
example, he may, consider 12 units of dhotics plus 2 units 
of shirts to be equally preferable to another combination 
of 11 units of dhotis plus 3 units of shirts. It is possible 

•to prepare a list of such preferences. ’ 

• 

12 units of dhotis plus 2 units of shirts. 

11 units of dhotis plus 3 Units of shirts. 

10 units of dliotis plus 5 units of shirts. 

9 units of dhotis plus 8.units of shirts. . 

etc., etc., etc. 
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Let US measure units of dhotis along OX and units of shirts 
along OY. We can then draw up a curve joining these 
points. ‘ 

The curve I represents a particular scale of preferences 
for dhotis and shirts on the part of a consumer. Take two 
points N and M on the curve. The individual will prefer 
a combination of OB dhoti plus OB^ shirts equally with 
another combination of OA dhotis plus OAJ shirts. Each 
set of the two commodities is equally preferable to him, 
and he is indifferent as to which combination of dhotis and 
shirts he buys, provided that the points lie on the same 
curve. This curve is called the indifference curve. This 
curve has a negative slope on account of the fact that as the 
quantity of a commodity increases, that of another must 
decrease. Otherwise the combination will not be equally 
preferable. A consumer may equally prefer a combination 
of 10 units of dhotis plus 5 units of shirts, or a combina¬ 
tion of 9 units of dhotis plus 8 units of shirts. But his 
preference for a combination of 10 units of dhotis plus 5 



units of shirts must be less than his preference for another 
combination of 10 units of dhotis plus 6 units of shirts. 
The slope of the curve will be determined by what has 
been called the marginal rate of substitution of one commo¬ 
dity for another. The marginal rate of substitution of 
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shirts for dhotis is equal to the units of shirts necessary to 
offset,the loss of the marginal unit of dhoti. This rate 
ingreases as the iftimber of shirts in the possession of the 
consumer increases. In our example, when the consumer 
possesses 12 units of dhotis and 2 units of shirts, then one 
more unit of shirts will be a substitute for one unit of dhoti. 
But when he possesses 11 units of dhotis plus 3 units of 
shirts, he will demand 2 units of shirts to compensate him 
for the loss of one more unit of dhoti. In other words, the 
more of shirts arid the less of dhotis a consumer possesses, 
the less will he prefer an additional unit of shirts to another 
unit of dhotis. This follows from the law of diminishing 
utility which, in its new form in this analysis, is known as 
the law of diminishing marginal substitutability. 

Each indiiference curve, therefore, represents the 
different combinations of two commodities that a consumer 
will prefer equally. Given the different scales of preferences 
of the consumer, we can draw up any number of indifference 
curves. 



If two points, P and Q, are on the same indifference 
curve, it shows that the Consumer will prefer a combination 
of OA units of dhotis plus OAi units of shirts equally with 
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another combination of OB units of dhotis plus OB{ units 
of shirts. But if two points, P and P^, arc on two different 
curves, the consumer will prefer any cohibination on the 
curve I 2 to a combination on the curve Ii; any combina¬ 
tion on the curve I 3 to another combination on the curve I 2 
and so on. 

The indifference curve analysis is a powerful tool. A 
great merit of this analysis is that it does not'have to assume 
that utility can be measured in quantitative terms. All that 
is necessary is to make the assumption that the total utility 
of two combinations of two commodities on the same curve 
is the same. Hence we can solve many of our difficulties with 
its help. We can, for example, determine the demand curve 
in this way. Let us assume that an individual has a certain 
income (say, Rs. 50) which he will spend on two commo¬ 
dities, dhotis and shirts. Prices of these are fixed for 


Y«- 



the consumer, and vdll not be affected by his purchases, 
(which is the usual fact in the consumer market). We 
measure units of dhotis along the OX axis and units of 
shirts along OY. When the consumer may spend the entire 
sum on dhotis, he will buy OR units of dhotis. This is found 
out by dividing the sum (Rs. 50) to be spent by the price (P) 
of dhotis. If he spends the entire sum on shirts, he will buy 
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OQ units of shirts. If Q and R are connected by a straight 
line, ^this line QR will represent possible combinatiqns 
oi^ dhotis and shiKs that the consumer will buy with Rs. 50 
at different prices of these commodities. The line is called 

the price line. The slope of the price line is . Now 


Income_ 

Price of sinuts .. So the slope of this line represents 

OR Income Pi 

Price of dhotis P 

relative prices of dhotis and shirts. 

Let us next draw up a series of indifference curves 
Ii, I 2 , I, I 3 , showing the different scales of preferences of a 
consumer. Two of these curves intersect the price line at 
two points, the third curve I touches the price line at P and 
the fourth curVe I 3 is well above the price line. The jxiint 
P where the curve I touches the price line RQ will yield the 
most preferable combination. This is obvious* from fig. 17. 
Any combination on^the lower indifference curves I, and la 
must be less preferred than that on the higher indifference 
curve I. From indifference curve Ij, we find that the con¬ 
sumer will give equal preference to a combination of OA 
units of dhotis plus PjA units of shirts, or to that of.OAj 
dhotis plus MAi shirts. But he will certainly prefer a com¬ 
bination of OA units of dhotis plus PA units of shirts to 
that of OA units of dhotis plus PjA units "bf shirts. Hence 
any combination on the higher indifference curve I will be 
preferred more than any other combination on the lower 
indifference curves Ij and 1 2 . It is of course true that any 
point on the highest indifference curve I 3 will yield a more 
preferred combination than one on the curve I. But given 
the individual’s income fixed at Rs. 50, his income will be 
insufficient to buy a combirftition of commodities on the 
Jiighest curve, Ij. ’The point P on the indifference curve I, 
therefore, yields the most preferred combination, given the 
fixed money income of the consdumer, who will spend Rs. 50 
on buying OA units of dhotis and PA units of shirts. 

When the price of abotis rises, the consumer will be able 
to purchase smaller quantities of dhotis with the same money 
income. As the price of shirts remains the wme, OQ. the 

11 
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units of shirts to be purchased with the entire income remain 
thp same. But the units of dhotis purchased will fall down 
from OR to ORj. The new price line wiR be QRi- „ 
This line will be touched by another, a lower indiffer¬ 
ence curve, at P„ and the consumer will now purchase OAj 
units of dhotis plus P^Ai units of shirts, instead of OA units of 



dhotis plus PA linits of shirts. If the price of dhotis falls, 
the consumer can purchase larger units* of dhotis {i.e., larger 
than OR), so that the new price line will be QR 2 , and a 
higher indifference curve touches this line at Pg so that the 
individual will now purchase OA 2 units of dhotis plus P 2 A 2 
units of .shirts.' K the price line is allowed to take on all 
possible positions conseqnent on changes in the price of 
dhotis, all these points, when jbined together, will determine 
the demand curve for dhotis relative to the price of shirts. 

Let us also derive another curve showing different 
combinations of the two coriimodities that a consumer will 
buy if his money income changes. This ‘is shown in 
figure 19. , ‘ 

When the money income is equal to Rs. 50, the price 
line is QR as Ibefore and the point P at which the indiffer- 
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ence curve I touches the line QR shows the best possible 
combinations of dhotis and shirts, given the same income arjd 
prices of both. li the money income rises to (say) Rs. 75, 
while prices remain the same as before, the consumer can 
now buy ORj units of dhotis (instead of OR) or OQ^ units 
of shirts (instead of OQ units). The new price line QiRi 
is touched by a higher indifference curve Ii at Pi. The 
consumer will then move on to Pi, the new equilibrium 
position, where he will buy OAi units of dhotis plus PiAi 
units of shirts. The line joining the points PPi will show 
how consumption will change with changing incomes if 
prices remain unchanged. 



This curve can be combined with the curves in fig. 18 
to exhibit the.effert of chahges in the jirice of a commodity 
on its sale. Whei\ the price ofi dhotis falls from the original 
position, the consumer will usually purchase larger quanti¬ 
ties of dhotis.* This takes place in two ways. A fall in the 
price of a commodity tantamount to a rise in money 
incomes, so that the new price line moves from QR to QiRi, 
and the consumer moves to a higher indifference curve Ii, 
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which touches the price line QiRi at Pj. This is what is 
called “the income effect.” Secondly, the fall in th^ price 
of dhotis relatively to that of shirts will induce the consujricr 
to substitute dhotis for shirts. This is called the “substitu¬ 
tion effect.” The consumer will then move from Pi to Pa at 
which the indifference curve touches the price line QRa* 

We have stated that when income rises, a consumer will 
purchase larger quantities of both the commodities. But in 
some cases, the consumer may buy less of a commodity as 
his income rises. These are called “inferior” articles, which 
are largely consumed at low levels of income, but are replaced 
by other goods or goods of better quality when a man gets 
richer. 



So far we have discussed the concept of tfie indifference 
curves on the basis of two commodities. The analysis may 
easily, be applied wheji three commodities are purchased 
by the consumer. We would then need three dimensions 
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to represent the relative preferences. We can draw 
indifference surfaces, whose shape will be something “like 
saucers resting on the three sides of the corner of a box.” If, 
however, prices of a number of commodities change in 
the same proportion, that group of commodities can be 
taken to be like a single commodity. Indeed we may define 
a commodity as a class of goods whose prices change 
proportionately/ Hence if relative wage rates for different 
groups of labour change proportionately, it will do no harm 
if labour is taken to be one commodity. 

We can also draw up a market demand curve. The 
demand for a commodity in a market is the sumtotal of the 
demand of a group of individuals, and as such it has almost 
the same properties as individual demand curves. Certain 
peculiarities should, however, be noted. If the price of a 
commodity changes, there will, we know, be two effects on 
its demand,—a substitution effect and an income effect. 
Each individual will tend to substitute dhosis for shirts 
when the price of the former falls. I’liis substitution effect 
is likely to be the same in the case of all individuals. So 
the group substitution effect will be the same as the indivi¬ 
dual effect. But we cannot make this assumption with 
regard to the income effect. A commodity may be regarded 
as “inferior” by a section of individuals in the market, 
cwhile others may regard it as “normal”. In other words, 
the first group of people will buy less of it, while the second 
group will usually buy more. So we cannot be sure about 
the income effect in a market. But, if the people who buy in 
the market spend a smaU proportion of their income on 
the commodit,y, the income effect may be assumed to be 
negligible. So the market demand curve .for a commodity 
will slope downwards in all cases where the commodity is 
not definitely an inferior goodtto the majority#of the people. 
In general, the substitutidn effect will be dominant, and 
some negative income effect (as in the case of inferior goods) 
may be more than counter-balanced by a large substitution 
effect. 


* Hicks. Value and Capital, p. 33-4. 



CHAPTER XIV 
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CONDITIONS OF SUPPLY AND COST OF 
PRODUCTION 

Elasticity of Supply : As in the case of demand, we 
must also take account of the elasticity of supply of a com¬ 
modity. Elasticity of supply means the late at which the 
amount of a commodity offered for sale will change as a 
result of a change in price. The supply of different com¬ 
modities responds differently to every change in price. 
When the supply of a commodity changes by a large 
percentage as the price changes a little, it is said to be 
elastic. The supply will be inelastic when a small rise or 
fall in price will not lead to any substantial change in 
supply. 

What factors determine the elasticity of supply? It 
will depend on the nature of the commodity, i.e., whether 

it is durable or perishable. Perishable 
Factors determi- articles like milk or fish or fresh vegetables 
supply. are inelastic in supply over short periods, 

for these must be sold before they get 
rotten. The supply of labour is also inelastic in this sense 
over short peribds as labour is an extremely perishable 
commodity. The supply of durable micles may, however, 
be kept back if the price is considered low. Hence their 
supply is elastic over short periods Secondly, the supply of a 
commodity will be inelastic if the additional o-utput can only 
be produced at considerably higher cost than before. In 
that case, a small rise in price may be insufficient to cover 
the increased'cost of produciiig the additional output. The 
supply may not incr,ease materially in that .case. This is 
usually true of agricultural and extractive industries 
where the law of diminishing returns is in operation. 
Provided that no change in technique takes plkce, the supply 
of these articles is usually inelastic” Thirdly, the supply of 
manufactured articles piay be elastic during short periods 
upto the limit fixed by the maximum capacity of the 
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existing fixed plants. But after the maximum capacity is 
reached, the supply may not respond to a small rise in price. 
The ’more complicated the instruments of production and 
tlie more specialised the skilled labour required to produce 
a commodity, the greater will be the inelasticity of its 
supply. But the supply of such commodities may be clastic 
over fairly long periods when it will be possible to install 
new instruments of production. Fourthly, the supply of a 
commodity will be highly elastic if it is produced under 
conditions of in^rreasing returns. If the demand for these 
commodities rises, and so the price goes up, producers 
will gain very high profits as larger output will mean lower 
costs. It should be noted that under conditions of increasing 
returns, the supply may be inelastic when the price is 
falling. For producers may try to maintain the same 
output, knowing that any reduction in output will lead to 
higher costs. Lastly, the supply of a commodity will depend 
to some extent on the technical conditions of production. 
If the process of production is simple, recjuiring little fixed 
capital, the supply &n be readily adjusted to every change 
in demand so that the effects of a crisis are not as severe 
as in highly equipped industries. But if the production 
of the commodity calls for highly specialised equipment, 
the supply cannot be readily adjusted to demand. 

Costs of production : One of the important factors 
determining the elasticity of supply is the way costs of 
production would change when a larger or a smaller output 
i*s being produced. How much of a commodity an indivi¬ 
dual firm will produce ^iepends on the amount which it 
costs to prod vice, and on the relation, of this cost of produc¬ 
tion to the rate of output. , 

What is meant by cost of production? When a firm 
decides to produce a comm9dity, it has tQ incur certain 
costs, i.e., money .expenses on the installation of plant and 
"machinery, on the purchase of raw materials, on the pay¬ 
ment of wages, kc. It is the total money outlay that 
entrepreneurs have to meet in or^er to attract different 
factors of production into their businesses. It includes 
(a) the prices of raw .materials, (b) wages and salaries, (c) 
interest payments on capital invested in • the blisiness. 
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(d) rent on buildings, (e) depreciation on account of the 
wear and tear of the building, machinery and other capital 
goods, (/) the normal earnings of management, (g) other 
trade expenses (e.g., marketing, advertising expenses, 
etc.) and (h) payments of taxes, etec. Cost of production 
includes not only payments made for goods and services 
bought and paid for, but also the imputed value of 
goods and services or of productive factors, which a firm 
uses but does not directly pay for. Thus it should include 
the imputed but unpaid wages of theowner-manager, 
estimated rent on the land containing the factory, owned 
by the entrepreneur himself and interest at current rates 
on all capital invested by the entrepreneur in his own 
business. 

Variable (or prime) and fixed (or supplementary) 
costs : If we inspect these various cost elements, we shall 
see that some of them will vary with the output, while 
others will remain the same, whatever the scale of output. 
The former are called variable or prime costs, while the 
latter are known as fixed or supplementary costs.^ 

Variable costs include those items of expenditure which 
change when output is changed. As a larger output is 
produced, more raw materials are required, and possibly 
morcTabour has to be employed. These costs are assumed 
to cease when output is zero. 

Fixed or Supplementary costs include those items of 
cost that do not change as more or Ics^ output is produced. 
They are the costs which a firm has to incur even when the 
output is zero, i.e., when the firiji ceases to produce any¬ 
thing temporarily. These are better described in business 
language as “ov€»rhead costs”. The usual practice is to 
include rents, interest on long-term debts, allowance for 
depreciation, ^salaries an^ v^ages of chief officers and 
the maintenance staff, etc., in fixed cos?:s, and to regard 
variable costs as consiking of ..wages, costs of raw materialsi 
part of the cost of power and light, etc. 

The distinction between these two types of costs is a 
matter of degree. It depends partjly on the policy of the 

‘ terms, grime and supplementary costs, were adopted by Professor 
Marshall. 
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firm, and partly on the period o£ time under consideration. 
If, for example, all labour is hired by a firm under five-year 
contracts, wage p^iyments would continue whether the firm 
produces any output or not. Wages would then be classed 
as fixed costs. Secondly, the distinction is only valid in the 
short period of time. If a sufficiently long period of time 
is taken into consideration, all costs would become variable 
or prime cost^ Over such a long period, a firm will not 
only adapt its labour force and its use of raw materials to 
the level of output, but it will also change the size of its 
plant and other equipment, or the size of its permanent 
managerial staff in accordance with expected changes in 
output. Thus in the long period all costs are variable 
with output. 

Average fixed cost and average variable cost : This 
is found out b’y dividing the total fixed cost and the total 
variable cost by the total output. In this way we can find 
out the average fixed cost and the average variable cost per 
unit of output. The distinction is imfx)rtant in the analysis 
of the relation of the average total cost to output. 

As the output of a firm increases, the average fixed cost 
will tend to decline continually. This is obvious from the 
definition of fixed costs, which arc costs that do not- vary 
with output. Suppose that the total fixed costs of a firm at 



» 

zero output are Rs. 1,000. Whether the ^rm produces 100 
or 200 units, •the fixed costs remain the same, i.e., Rs. 1,000. 
When the total output is 100, the average fixed cost will be 
(Rs. 1,000-7-100) Rs. 10; when it is 200, the average fixed 
cost will be Rs. 5. 
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The average variable costs (determined by dividing 
total variable costs by output) will at first decline with 
increasing output at low levels of output. ^ A firm is ul^ually 
organised to produce a certain output. When production 
is considerably less than this output, average variable costs 
will increase at a slower rate as output expands than the 
rate of increase in output. If output increases by 10 per 
cent, average variable costs (AVC) may infrease by (say) 
5 per cent. In other words, below this critical output, 
average variable costs will tend to decline as^output increases. 

The most obvious explanation of this is the fact that 
at such low levels of output, labour may not be used to 
anything like full capacity. So as the output expands, the 
same labour force may be in a position to cope with increased 
production. But once the output tends to reach the 
capacity of the plaint, average variable costs will increase 
at a faster rate than output. The firm will probably have 
to use less efficient machinery or less efficient labour. Hence 
average variable costs will tend to rise once the capacity 
output is reached. This is represented by a flat U-shaped 
curve. 


average 

VARIABUE 

COST 


Fig. 22 

Average total cost : This is found* out by dividing 
the total costs *by the total output. Since total costs consist 
of both fixed and variable costs, average'total cost will bo, 
equal to the sumtotal of average fixed cost and the average 
variable cost. In other words.’ 

ATC = AFC-i-AVU. 

What is the relation between thje average total cost to 
output? We ‘know that the AFC continuously declines as 




CONDITIONS OF SUPPLY AND COST OF PRODUCTION 171 


output increases, while AVC at first declines, and then after 
a certain output, begins to rise. So average total costs will 
^11 as output increases from zero until the average variable 
costs begin to rise. Even then average total costs may con¬ 
tinue falling if the rate of decline in the average fixed costs 
is more than the rate of increase in the average variable 
costs. Eventually, as output increases, the rise ^ in the 
average variable costs will more than counterbalance the 
fall in the average fixed costs. The average total costs 
will then rise, at first slowly, and then after a certain point, 
rapidly. 


All this is illustrated in the following table. 
Short-period Costs and Output 


Output ! 

Total 
fixed cost 

Total 

variable 

cost 

Average 
fixed cost 

Average 

variable 

cost 

Average 
Total cost 

Marginal 

cost 

1 

Rs. 

10 

Rs. 

2 

Rs. 

10 

Rs. 

2 

Rs. 

12 


2 

Rs. 

10 

R.?. 

3-8 

Rs. 

5 

1 

Rs. 

1-9 

Rs. 

6-9 

Rs. 1-8 

3 

Rs. 

10 

Rs. 

5-3 

Rs. 

3-3 

Rs. 

1-8 

Rs. 

51 

Rs. 1-5 

4 

Rs. 

10 

Rs. 

6-4 

Rs. 

2-5 

Rs. 

1-6 

Rs. 

41 

Rs. M 

5 

Rs. 

10 

Rs. 

7-5 

Rs. 

20 

1 

Rs. 

1-5 

Rs. 

3-5 

Rs. M 

6 

Rs. 

10 

Rs. 

9-6 

Rs. 

1-6 

Rs. 

1-6 

Rs. 

3-2 

Rs. 21 

7 

Rs. 

10 

Rs. 

12-8 

Rs. 

1-4 

Rs. 

1« 

Rs. 

3-2 

Rs. 3-2 

8 

Rs. 

10 

Rl. 

17-2 

Rs. 

1-2 

Rs. 

21 

Rs. 

3-4 

Rs. 4-4 

9 

Rs. 

10 

Rs. 

23-3 

p 

Rs. 

1 

M 

Rs. 

2-6 

Rs. 

3-7 

Rs. 61 

10 

R.S.« 

.10 

Rs. 

300 

1 Rs. 

1 

10 

Rs. 

30 

Rs. 

40 

1 

Rs. 6-7 


Marginal cost : Marginal cost is the change in total 
costs that results for an increase of output by one unit. If 
^ the total cos^ of producing 2 units is Rs. 13*8, and that for 
producing 3 units is Rs. 15*3, then the marginal cost of the 
third ugiit is equal to Rs. 1'5\ It measures the change in 
total costs, itot in either average Jtptal costs, or the average 
fixed costs. Since by definition, fixed costs do not increase 
when one more unit is produced, marginal cost consists only 
of variable costs. But it is different frohi the 'average 
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variable costs as will be evident from the table on page 171. 
The marginal cost of the 3rd unit is Rs. 1*5, while the 
average variable cost of the 3rd unit is Rs. 1'8. Average 
variable cost is found by dividing the total variable costs by 
the total output, while marginal cost is equal to the increase 
in the total variable costs that results from producing one 
more upit of output. 



Fig. 23 

Relation between average and marginal cost : From 
table on page 171 it is evident that upto the 6th unit, mar¬ 
ginal cost is less than the average total cost, and from the 
8th unit, marginal cost is higher than the average total cost. 
The average total cost is also falling upto the 7th unit, and , 
then it rises contiiaually. Thus average cost will continue to 
fall as output increases so long as the jnarginal cost is less 
than the average total cost; and the latter will rise witli 
increasing output when the margin,al cost is higher than the 
average total cost. Thir> is illustrated in the following graph. 
So long as the average total cost curve is sloping downward to 
the right, the marginal cost curve must lie below the former. 
From the point from which xhe average total cost curve begins 
to rise, the marginal cost curve wotild lie above^it. The two 
curves intersect at a point which is the lowest point on the* 
average total cost curve. 

Certain statements, may be made about • the relation 
between the average total costs and*marginal costs. When 
the marginal cost is higher than average total costs, the 
latter will be rising. Conversely, when the marginal cost is 
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less than the average cost, the latter is falling. When the 
marginal cost is equal to the average cost, the average total 
cpst is at its minimum. 

Real cost and opportunity cost : We have so long been 
discussing the money costs of production. Economists have 

tried to probe behind the money cost. 


uitoate Sts Utility or the preferences of consumers 


which money cos^s 
correspond? 


lie behind the demand curve. But what 
lies behind money costs? In other 
words, what are the ultimate costs which lie behind 
money costs of production? Following the classical 



economists, Marshall thought that money costs represented 
Xeal costs of production, i.e., the sum of the efforts of working 
and the sacrifice involved in saving or waiting. The real 
costs of producing a commodity arc to be measured by the 
efforts and 'exertions undergone by labourers and entre¬ 
preneurs and the sacrifice which capitalist classes have made 
to save the requfsite amounts of capital. 

That a great part of work is painful and disagreeable is 
, beyond dispute.' That saving denotes the sacrifice of the 

•present cons'umption is also admitted. But 
Criticism of the what is the proper relation between these 
cost. 2 ind money costs?' If work becomes less 

disagreeable .and more pleasing, would the 
rate of wages fall do\^n? Certainly not. Moreover* not all 
kinds of labour involve pain. The most highly paid work is 
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generally enjoyable. Hence it is idle to say that value is in 
par,*: a compensation for any real cost in labour. Moreover, 
there is no standard by which we can equate the real cost qf 
labour with the real cost of saving. How the painful effort 
of the labourer and the sacrifice of the saver are to be 
measured so that we can be sure that one rupee worth of 
interest is the reward of a sacrifice equal in real cost to the 
effort of which one rupee worth of wages is tho reward? The 
doctrine of real cost would thus ‘lead us into a quagmire of 
unreality and dubious hypothesis.* 

But if money costs do not represent pains and sacrifices, 
how are they fixed? The cost of a business are those payments 

which must he made to the different factors 
tunity"co« of production in order to attract them into 

that business from other lines of produc¬ 
tion. Our means are short and limited. Hence if we are to 
employ a certain amount of each of the factors of production 
in one business, that means that other businesses would be 
deprived of their services. And in order to attract factors 
to any line of business, we must offer them at least as much 
as they would have got in other occupations. The sum of 
these offers is the cost of production of the present business 
unit. ■ This is, in short, the underlying idea beneath the 
theory of opportunity cost. 

Thus what lafbour would get in one employment would 
depend on what it can get elsewhere. What rates of interest 

capital would be entitled to get in this 

present the costs in industry would depend on what it can 
alternative employ- get elsewhere. What entrepreneurs can 

ments. j ^ . . , • c 

get as their normal earnings of manage¬ 
ment would depend on what salaries they'can obtain when 
employed as managers by joint-stock organizations. In 
this way, the cost is thp cost of ‘displaced arlterijatives.' The 
cost of producing a thing wouM be determined by the value 
of the thing that has not been made, but could have been 
made by the displayed factors of production. * The unborn 
is the cost of born. *' 


* Henderson. Supply and Demand, p. 164. 
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Similarly, the utility of one thing to a person will depend 
upon,that of other things he will have to surrender. Oir 
dqsires are long and unlimited, but life is short, and so also 
our means. Hence the enjoyment of one sort of pleasure 
means the foregoing of some other pleasures. Man’s life in 
its economic aspect is thus a continuous tragedy. The cost of 
obtaining a thing is therefore what must be surrendered in 
order to get it. The cost of a few hours of work is the 
leisure that we would have to forego. 

Such is then the doctrine of opportunity cost. “The real 
cost of anything is the curtailment of the supply of other 
useful things which the production of that particular thing 
entails.” Cost tends to equal the payments that factors 
of production would have got in alternative employments. 
Now this means that the supply of factors is fixed, which 
is of course a fact; for economic science deals with scarce 
means. But it has been argued that where the supply is vari¬ 
able, the doctrine of real cost could provide a satisfactory 
explanation of cost.®, But even if the supply is variable, the 
concept of opportunity cost holds good. ‘Variation in the 
supply of land in production are accompanied by changes in 
the supply of land put to consumption uses: 


* Edgeworth. Papers relating to poljtical Economy. Vol. Ill, pp. 56-64. 
Also Robertson. Economic f'ragments, p. 21. 

* Robbins “Certain aspects of the theory of costs.” Economic Journal, 
March 1934, p. 24. 
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PRICE DETERMINATION IN PERFECT COMPETITION 

We have studied the characteristics of the demand curve 
as well as the condition of supply, and are no*w in a position 
to examine the way in which the price of the output is 
determined in the market. We propose to study the theory 
of the pricing of output in several chapters. In the first two 
chapters, factors determining the value of a commodity sold 
under conditions of perfect competition will be studied. 
The next chapter will be devoted to a discussion of the 
pricing of inter-dependent commodities. I.astly, two chapters 
will be devoted to a discussion of monopoly and imperfect 
competition. 


SOME PRELIMINARY CONCEPTS 

We propose at this stage to introduce the reader to some 
important concepts. The aim of every business is to earn 
the maximum possible profits. Since profits are the difference 
between the sale-proceeds and the costs of a business, the, 
determination of*maximum profits will, therefore, depend on 
earning as large sale-proceeds as is possible and on trying 
to make the costs as low as possible. Given the costs of 
production, profits will depend.,on the volume of sale 
proceeds. Now the term ‘revenue’ is used to denote the sale- 
proceeds of a business. We shall next discuss the meaning 
of the concepts, total revenue, average revenue and marginal 
revenue. * ^ 

Total revenue means the total amount of sale-proceeds 
of a commodity. If a seller succeeds in selling 100 units of 
a commodity at the price of *Rs. 2 per unit, the total revenue 
is equal to Rs. 200. Average revenue is found 6ut by dividing 
the total sale-proceeds by the amount sold in the market. 
Marginal revenue is “the addition to the total revenue pro¬ 
duced by selling an additional unit of output.’’ Let us suppose 
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that the demand for a commodity is such that a businessman 
will be able to sell 10 units of the commodity at Rs. 2 per 
upit. His total revenue is Rs. 20, If he wants to sell 11 
units the price will come down to Rs. 1/15/- per unit. The 
total revenue in this case is equal to Rs. 21/5/-. Thus the sale 
of the 11th unit increases the total revenue by only Rs. 1/5/- 


pRicE n 



Fig. 25 
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Fig. 27 

• 

instead of Rs. 1/15/-, the price. The marginal revenue of the 
11th unit is thds Rs. 1/5/-. If he sells 12 units at the price, 
Rs, 1/14/- per unit, the total, revenue will be equal to 
Rs. 22/8/-. The sale of the 12th unit thus adds only Rs. i /3/- 
to the total revenue. The marginal revenue of the 12th unit 
12 
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is Rs. 1/3/-. Marginal revenue is equal to the difference 
made to the total revenue by the sale of an additional unit of 
the commodity. « 

When the elasticity of demand for a product is greater 
than unity, a fall in price brings about an increase in the total 
sale-proceeds, i.e., total revenue. In this case, the marginal 
revenue will be positive. But if the elasticity of demand is 
less than unity, a fall in price will bring abcFut a decline in 
the total revenue. The marginal revenue will then be nega¬ 
tive. When the elasticity of demand is equal to unity, total 
revenue will remain the same, whatever the change in price, 
and the marginal revenue will be zero. Lastly, if the elasti¬ 
city of demand is infinite, the marginal revenue is equal to 
the price (or average revenue). The proof of this is obvious. 
When the elasticity of demand is infinite, the seller can sell 
additional units of a commodity at the same price as before. 
In other words, when he sells either the 11th or 12th unit 
iri the market, the price remains Rs. 2 per unit without 
declining. Since 10, 11 and 12 or more units are sold at 
Rs. 2 per unit, the total revenue will be Rs. 20 when 10 units 
are sold, Rs. 22 when 11 units are sold and Rs. 24 when 12 
units are sold. The difference to the total revenue in each 
cascMs equal to Rs. 2 the price. Hence when the elasticity 
of demand is infinite, marginal revenue is equal to the price. 
All this is illustrated in the three figures on page 177. 

VALUE UNDER PERFECT COMPETITION 

The starting point of the disclission is the assumption of 
perfect competition iri the market for a product. Competition 
will be perfect when (1) there is a large number of buyers 
and sellers of a product; (2) all the sellerS sell in the market 
an identical product of such a nature that buyers make 
no distinction in th^ir mind about the commodities sold 
by different sellers ; and (3) both buyers and sellers have full 
knowledge of the prices prevailing in the market, i.e., buyers 
know the prices charged by different sellers, and seek to buy 
at the lowest price possible. Such a perfectly competitive 
market can be found only in a very few cases. The market 
for agricultural crops like wheat and other grains may be 
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found to satisfy these conditions. But as a whole, a perfectly 
competitive market is usually an exceptional case. • 

, How is the value of a commodity determined under 
conditions of perfect competition? It will be useful here 
to study the problem on the basis of time intervals. Marshall 
was the first economist to lay proper stress on the importance 
of the time element in a study of the theory of value. He 
distinguished between four periods of time, viz., an extremely 
short period, short periods, long periods and secular periods. 
The first is such a length of time during which supply 
remains fixed. Value during such a period is to be known as 
market value. In the short period, the supply is variable no 
doubt, but it will consist of that amount of output that can 
be produced with the existing plants and machinery by the 
existing firms in the industry. This is the short-run normal 
value. The long period consists of that interval of time of 
several years during which both the number of firms in the 
industry and the size of the individual firms can be changed. 
The long-run supply^ therefore, means the output that can 
be produced by building new machinery, by rearing up larger 
supplies of skilled labour, etc. This is the long run normal 
price. In the secular period, supply will refer to the output 
that will be produced with the adoption of new inventions 
and improvements, greater accumulation of capital, growth 
*of population, etc. We propose to omit the discussion of the 
secular period as it does not involve any netv principles, and 
proceed to study the factors determining market value, short- 
period normal value and long-period normal value. 

Market value : Market value is that value of a commo¬ 
dity which prevails in the very short-fferiod when its supply 
remains more or less fixed. The best illustAtion is furnished 
by an extremely* perishable article like milk. As it is 
extremely perishable, the ^tot5l quantity of Inilk that has 
already been brought to the market on»i day must be sold in 
course of the day. The supply being thus fixed, its value will 
depend primarily on the forces of demand. There is for every 
commodity a given market demand,* showing the amounts 
buyers are willing to buy*at stat/?d prices. If the demand for 
milk rises, its price on that day will rise. The cost of produc¬ 
tion of milk will have little influence on its value on that 



180 


AN INTRODUCTION TO ECONOMIC THEORY 


particular day. Whatever the state of demand, the total supply 
must be sold on that day. A temporary equilibrium will be 
established for that day at which the supply^will be carried ojff. 

Not every article is perishable like milk or fish. Most 
of the articles of daily use are not so perishable and their 
supply can be kept in stock for a certain period. If the 
market value falls below the figure considered reasonable by 
sellers, they may decide to withhold a prflrt of it to be 
disposed of in the future. If, for some reason, the demand 
increases and the price goes up temporarily, sellers may 
decide to deplete their stock of the commodity and increase 
the supply on the market. Thus the tendency of the price 
to rise will be checked to some extent. This tendency to 



Fig. 28 

withhold or deplete stocks of the commodity will be governed 
by the expectations of 4;he dealers about the shqrt-run normal 
price. If they expect that the price in the near future will 
be higher than the present market price, they will withhold 
stocks, as a result of whch the., market price will tend to rise, 
and vice versa. Hence market v&lues are, also influenced by 
the probable conditions of future demand and* future suppl) 
of the commodity. 

This is illustrated.in fig. 28. The curve OD represents 
the demand conditions existing in‘the short-period market, 
and the sellers start w^th OP amount of output. If they 
have to sell the whole of it, the price will be PP. If, how- 
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ever, they decide to withhold a part of the supply, and sell 
only pR amount, the price will rise to RR. * 

• Normal value*: While market value is that value which 
prevails in the very short period when the supply of a com¬ 
modity is fixed, the term, normal value, is used to refer to 
that value of a commodity which prevails when producers 
have ample time to change their output in response to 
changing demand conditions. In the discussion of normal 
value, we assume that existing economic forces or a 
given set of conditions have a sufficiently long time in which 
to exert their full influence, while no other change takes 
place in the meantime. What is the relation between 
market value and normal value? In our study of market 
value, we assumed fixed supply of a commodity for the time 
being, and the value of this output will be determined 
mainly by the conditions of demand. Since, however, sellers 

will usually keep some stock of the com- 

and°nS?ket value* modity, they will put forth larger or smaller 

supplies on the market in accordance with 
their anticipations of future normal value. Hence though 
the market value may be influenced by temporary factors 
like sudden changes in demand it has a tendency to fluctuate 
round about the normal value. With the fluctuatiorfe in 
the supply and demand of a commodity, the market value 
•may rise above the normal value at one time, or may fall 
below it at another. But normal value is the centre round 
which the market valtie moves. A pendulum has a central 
resting place. Passing events may disturb it and send it to 
and fro from its position df equilibrium. But it will always 
have a tendeifcy to return to the position of equilibrium, 
i.e. the centre. Similarly with market value, which, though 
disturbed by passing events, will generally gravitate towards 
the normal value. , 

• Normal value* it should l^e carefillly noted, is not the 
average of the market values. Ijt is the value that will pre¬ 
vail as a result jof the influence of a given set of factors. The 
conditions which are norpial under one set of circumstances 
may not be normal under another set of circumstances. 
Hence normal value will not in general be "equal tb the 
average of market values of several days. 
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Short-run normal value : With respect to the short- 
ruh normal value, we assume a period of time during >vhich 
the supply of the commodity may be changed in response Ao 
changing conditions, but the number of firms in the industry 
and their existing equipments remain the same as before. 
Under such conditions, value will be determined according 
to the following principles. 

The point for study is, how an individual firm, in an 
industry where there is perfect competition, determines its 
price and output. The producer is no longer faced with a 
situation in which he is forced to sell an unchanged supply 
of his product. He can vary his output upto a certain limit, 
i.e. the maximum consistent with the capacity of his plant, 
or he may produce and sell a much smaller output than he 
is turning out at present. What factors wjll he take into 
account in deciding whether to produce more output and sell 
it in the market? He will probably calculate, on the one hand, 
the additional cost that he will have to incur in order to pro¬ 
duce extra units of output, and on* the other hand, to 
estimate the prospective selling price at which extra units 
can be sold in the market. So long as the prospective selling 
price is such that the addition made to his total revenue by 
selling extra units is more than the additional cost he will 
have to incur, it will be profitable for the firm to produce the 
extra output, and sell it in the market. In other words, soT 
long as the marginal revenue is higher than the marginal 
cost, it will pay the firm to produce the extra output and 
sell it in the market. But as it goes on producing additional 
output, the marginal, cost will rise until it will be equal to 
the marginal revenue. It will not produce beyond this stage, 
as in that case, the marginal cost will Ije higher than the 
marginal revenue. Thus tKe firm will produce an output 
at which its marginal coSt will be equal to the marginal 
revenue. ' , • 

For a seller in perfect competition, his marginal revenue 
will be equal to the prevailing market price. ^When there is 
a large number of sellers, as in pe»rfect competition, no one 
of them is able to influence* price by selling a little more or 


* Long-run normal value is discussed in the next chapter. 
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less. Every seller will be able to sell extra units of output 
at the same price as before. In technical language, it means 
that the demand* curve facing each individual seller is in¬ 
finite {i.e. a horizontal line). Hence the marginal revenue 
will be equal to price. 

Under perfect competition, therefore, each firm will sell 
upto the point at which his marginal cost of production is 



OUTPUT 

Fig. 29. 


’ equal to the price. Such a firm has no control over price. It 
accepts the current market price as given and adjusts its 
ewn output in such a way that its short-run marginal cost is 
just equal to the price. 

The shoj-t-run normal pricing is illustrated in fig. 29. 
MC is the marginal cost curve ; ATC the ^ivcrage total costs 
curve and AVC the average variable costs curve. We know 
that in perfect competition the demand curyc facing each 
seller is perfectly plastic, i*.e., it is a horizontal straight line. 
The short-ruji normal price will be determined at the point 
where the demand curve cuts the MC. If the demand curve 
is represented by the line PiPi, t^ie price will settle at 
PiQi and the seller will produce OQi output. If the demand 
curve falls to PaPa* the price’will be equal to PaQa, and 
the seller will produce OQa output. When the pJrice is 
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equal OPg, the marginal cost is equal to the average total 
cost, and both are equal to price. The producer is earning 
just normal profits. », ^ 

I£ the price falls' to OP 3 , will the producer produce and 
sell in the market? At this price the producer will produce 
OQ 3 output, whose average total cost is higher than the price. 
So he will not be able to cover his total costs if he sells at this 
price. But if he expects the fall in demand tb be of a short- 
period character, it will be profitable for him to continue 
production and sell the output at OP3. The price is higher 
than his average variable cost per unit, and so he is covering 
his variable cost plus a portion of his fixed cost; whereas 
if he refused to produce and sell at this price, he will have 
to meet the full amount of fixed costs unless he finally shuts 
down his plant. Hence from the short-run point of view 
it still pays him to sell at OP3, so long as the price is 
higher than his average variable costs. But if the price is 
such that it does not cover his average variable cost, then he 
will cease producing. Such a price is his shut-down price. 

Short-run normal value for the industry : An industry 
under perfect competition consists of many sellers. The cost 



Fig. 29a. 

curve for the industry consists of the sum of the marginal 
cost curves of all firms. It will slope upwards to the right, 
indicating that additional output ii' produced at higher cost 
per unit. Similarly, we can find ous the aggregate demand 
curve for the industry, which is unlikely to be horizontal. 
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This is represented by the demand curve DDb showing the 
total amount which all buyers will take at each price. The 
intersection of th^ two curves shows the equilibrium market 
price. 

SS‘ is the marginal cost curve for the industry and it 
intersects DD^ at So the equilibrium price is PP^ at 
which all sellers contribute an amount of output equal to 
OP. 



CHAPTER XVI 


PRICE DETERMINATION IN THE LONG-RUN 

So long we have been studying the forces which deter¬ 
mine the value of a commodity in the shor.t-r6n under condi¬ 
tions of perfect competition. The main characteristics of 
such short-run are, first, the size of each firih in the industry 
remains the same, and second, the number of firms in the 
industry also remain the same. Our next task is to remove 
these assumptions. We take a period of time long enough 
to ensure that, in response to changing demand, the number 
of firms in the industry changes and each of these firms 
also changes in size to meet new conditions. When the 
demand for a product declines in the long run, the number 
of firms in the industry may decrease, or firms may shut 
down plants and produce a smaller output. If the demand 
increases, existing firms may set up additional plants, or 
more firms may enter the industry. 

Long-run normal value : In our discussion of the short- 
run normal price, we have seen that each firm will produce 
upto the point at which its marginal cost will be equal to ^ 
the price. This^. is quite alright insofar as we keep the 
assumptions about no change in the ^number and size of 
firms. But the analysis tells us nothing about the faCt 
whether, given a longer period of ^ime, the number and size 
of firms will increase, contract or may rcmc\in stationary. 
To answer this question, we must find out the relation be¬ 
tween the price and the average total cost? of production of 
the firm. Let us assume as in dig. 30, the demand conditions 
are such that the price setfles at PjQi. In other words, the 
demand curve facing The firm is represented*by PiPi» and 
it intersects the MG curve at Pi, and the* firm produces an 
output equal to OQi. From the average total costs curve 
(ATC) we learn that the cost per unit of output when OQi 
output is produced will be Qiq. Since Qiq includes the 
normal earnings of management, the firm is then earning an 
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extra profit of Piq per unit of output. So it will have every 
incentive to expand its output by enlarging its plant capacity. 
Qr, new firms wild enter this industry, lured by the prospect 
of earning very high profits. In these ways, the supply of the 
commodity will increase, and given the same demand condi- 



OUTPUT 

Fic. 30. 


tions, the price will, tend to fall down until, let us suppose, 
it is equal to PaQ 2 - This is the point where the marginal 
cost curve intersects tho average total costs curve, and the 
average total costs are at the minimum. The price P^Qa is 
just equal to the average total costs per unit i.e. P 2 Q 2 . Thus 
long-run equilibrium for the firm is to be found at the price 
PsQz* where price = marginal* cost = average total costs. This 
can also be proved by assuming a lo^ycr demand curve P3P3. 
It cuts the 'MC curve at P3, ^nd the price is P3Q3, and the 
firm is producing OQ 3 output. But the average total cost 
of OQa is Q 3 P, which is higher than the price P 3 Q 3 by 
PP3. Hence the firm‘is incurring losses, being unable to 
cover its full fixed costs at this price. It will, therefore, 
tend to cut down its output and some of \;he weak firms 
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will probably shut down production. As a result, the total 
supply will decline, pushing up the price to P 2 Q 2 - 

Thus the price of a commodity will tend to be equal to 
the long-period minimum average costs of production of all 
firms. Under the conditions, the minimum average costs 
per unit will be the same for all firms. These firms earn 
only normal profits, i.e. earnings of management, wages and 
interest etc., which are included in the total average costs. 
None of them earns excess profits. Since all firms are pro¬ 
ducing at the lowest average costs, they are operating at 
their optimum size, consistent with their resources and orga¬ 
nizing capacity. 

Long-run cost variations and pricing : We must now 
take account of the fact that a variation in output, caused 
by a change in the scale of production, may lead to rising or 
falling or constant costs of production in the long-run. A 
discussion of these cases of constant cost, increasing and 
decreasing cost is of great interest to the economists. 

Constant cost : When a firm extends its scale of pro¬ 
duction in the long run, its average minimum costs may 
remain the same, whatever the amount of output it produces. 
This will happen when, if all the factors of production are 
increased in a given proportion, the output is increased in 



the same proportion. This, nf course, assumes that prices 
of the factors of production will not be affected* by a change 
in the scale of production in the industry. In other words, 
the industry uses only a very small part of the total supply 
of each factor cff production. 
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In this case, the supply curve SS' is a straight line at the 
constant level of unit costs. It intersects the demand cui;ye 
Dp at b ; the pric® will be equal to bB and OB amount will 
be produced. If, however, the actual price is equal to (say) 
aA, sellers will receive large profits. So they will produce 
more output, as a result of which the supply will increase, 
and the price will fall. Conversely, if the actual price is 
less than bB, i.c. equal to cC, cost of production per unit will 
be higher than the price, and sellers will be unable to earn 
normal profits. Output will contract until the price becomes 
equal to bB. 

Increasing cost : In drawing up the long-run average 
cost curve, it is generally assumed that the plant, equipment 
and all other factors arc freely variable. It is possible for 
every firm to vary the proportions in which different factors 
arc to be combined in the business. While in the long run 
the proportion in which factors of production may be 
combined is assumed to be variable, there are, hotvever, cer¬ 
tain limits regarding the possibility of such variations. It is 
quite possible that the supply of a particular factor, or a 
combination of factors may be inelastic even in the long run. 
An extreme example is furnished by land—the classic case 
cited by Ricardo. The quantity of agricultural land is t^ken 
to be fixed and all of it is cultivated or occupied. Hence as 
population increases, and the need for growing more crops 
rises, more or other factors may have to be*combined with a 
fixed supply of land. • Even if the supply of a factor is clastic, 
additional units of the factor may be less suitable for 
employment in that particular industry. They are probably 
less efficient fer this purpose. Since these additional factors 
have to be paid at the same rate as that paid to the efficient 
factors, the cost of production of the additional output will 
increase. Or lastly, the price*of a particular* factor of pro¬ 
duction may^ise^as the demand for,its services increases. 
This may be necessary in order to attract this factor away 
from other industries or sources*of employment. Therefore, 
as the demarid for this factor increases, the marginal and 
average costs of all selleVs will, rise. Even if the supply of 
all other factors is freely availably at constant cost, the 
tendency towards increasing cost will persist after a certain 
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point as the factor, management, is fixed in quantity, and 
capnot be increased with increasing scale of production. So 
the diseconomies of very large-scale management will cau^e 
costs of production to rise more rapidly than output. 

LAC 


The long-run average cost curve is represented in fig. 32. 
SACj, SACa, and SACg are the short-run cost curves, depict¬ 
ing changes in the scale of production. SAC^ represents the 
cost curve when a certain output is produced; SACa is the 
cost curve of a large output and SACg of still larger output 
etc. At first the long-run minimum average costs fall as out¬ 
put increases, and then it begins to rise. LAC is the long- 
run average cost curve, which is tangent to the short-run cost 
curves determined above. 




Fi«. 33. 
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Given the long-run average cost curve, and the long-run 
demand curve, the value of the commodity produced un<^er 
conditions of increasing cost (or diminishing returns) will be 
determined at the ppint of intersection of the two curves. 

Decreasing cost : Is there any case where an increase in 
the scale of production leads to decreasing cost per unit of 
output? Indeed it is well-known that as a firm expands its 
output, it is able K) secure certain economies of production, 
both internal and external, as a result of which its costs of 
production tend to fall. When supplies of all factors are 
increased proportionately, it is stated that improvements in 
organization can be made which will increase the efficiency 
of the factors of production, and so lower costs. Are there 
any reasons for accepting this view? 

The increTase in efficiency which results in a larger 
output may be due primarily to two reasons. It may occur 

because the factors in question consist of 

Causes of m- i^rgc indivisible units. The conditions of 
creasing returns. Q 

production are such that investments must 
be made in these indivisible units before any output can be 
produced. For example, a machine which has a certain cost 
must be installed whether the output is small or large. ^The 
entrepreneur is also such as indivisible unit. When an 
> indivisible unit of a factor has to be used, the fixed cost of 
that unit can be spread over a large output as production 
increases in responsa to demand. '^Fhe result will be a fall 
in cost per unit of output as more is produced. The classical 
example is that of a rail Hoad which has to be built in a new 
territory. If •there is to be any rail mad at all, a minimum 
investment in railways, stations, rolling stock, etc., must be 
made. In the beginning, there might not be enough traffic 
to utilize the capital represenfted by the way. and structures 
to its full cap^icity. But a*s the territory is developed, traffic 
increases. The r^il road can meet this increased demand by 
running more trains. It will have to buy additional rolling 
stock and hir^ a few more employees* But no additions need 
be made to the road bed, stations and the structures. These 
are the fixed agents of production and because these fixed 
agents need not be increased as traffic increaSes, the cost of 
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production per unit of output continues to decline. This 
principle is in operation in almost every type of business. 
Small manufacturers are not in a positioji to utilize to the 
full extent every individual piece of machinery, or every 
individual employee. Technical experts and highly skilled 
employees may not be fully occupied with the work they are 
best fitted for. An increase in the size of the business will 
bring about a better utilization of their se^'viccs, and the 
total unit cost will decline. 

Another way in which improvements in organization 
can be made is through increased specialization. There are 
several scales of specialization available to a particular 
industry. Larger output will make possible the adoption of 
higher scales of specialization leading to increased efficiency 
and falling costs. Each separate action in the process of pro¬ 
duction can be performed by a factor of production specially 
adapted to that particular operation. As the demand for the 
products of an individual firm increases, it will be able to 
use large and expensive machines, and the services of experts, 
or of highly skilled labour. Its marginal cost will therefore 
fall. 

These arc all instances of “internal economics”, i.e,, 
economics available within the firm itself as it grows in size. 

They are due to the better utilization of 
plants, or to greater specialization within 
the firm. Falling costs may also be due to 
the availability of. “external economies”, as Marshall called 
them. These arc economies which are available to a parti¬ 
cular firm as the industry grows in size. For example, when 
a new firm enters a particular industry, it may enable all 
firms to produce cheaply. Machinery can be bought more 
cheaply by all of them because the industiy now presents a 
larger market to the macHine-p)roducing firms. 

But the tendency towards increasing returns does not 
continue indefinitely as a firm grows in size. A time will 
come when the attempt to increase the output after the fixed 
agents are fully utilized, will meet with diminishing returns. 
So long as the economies continue, each firm will be able to 
reduce its cost by enlarging its output. If perfect competi¬ 
tion exists, it will be to its interest to do so. 
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While the cost per unit declines, it is able to sell the 
additional output at the same price as before. Hence under 
perfect competitidh, each firm will expand in size upto the 
optimum point, beyond which no further economics are 
available. If it further expands in size, it will meet with 
increasing costs. If there is perfect competition, each firm 
will thus be at its optimum size, producing at the lowest 
average cost; ahd*any further expansion will mean increas¬ 
ing costs. Moreover, it is quite possible that in certain 
industries, the economies of large-scale production may be 
available to such an extent that the whole market may be 
supplied by one firm before it surpasses its optimum size. 
Such an industry is a natural monopoly. In other industries, 
the optimum size of firms may be so large that only a few 
firms can supply the whole market. Perfect competition will 
then cease to exist. In still others, though the number of 
firms in the industry may be large, the optimum size may be 
such that each firm is producing a considerable portion of 
the total suj^^ly. In that case each will be able to influence 
the price by varying its output, and as before, perfect 
competition will cease to exist. 

A NOTE OF THE CONCEPT OF THE 
REPRESENTATIVE FIRM 

The concept of the representative firrn has been intro¬ 
duced by Marshall tcT find a solution for the difficulties of 

determining the long-run normal value of 
Marshall on diffi- a commoTlity wliose production obeys the 
ing returns. l^'v of increasing returns. According to 

Marshall, the term “marginal cost of pro¬ 
duction”, “has no significance i^pr long periods in relation to 
commodities the cost of production of which diminishes with 
a-gradual increase in output.” He assumed that under condi¬ 
tions of perfect competition, there will be a large number of 
firms in the industry, each at different stages of growth. He 
conceived of a definite li^-cycle for tRe different firms. “As 
the leaves of a tree grow to maturity, reach equilibrium, 
and decay many times, while the tree is steadily growing 
p upwards year by.year”, so the firms grow steadily. The young 
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businessman, when he starts a firm, will probably be under¬ 
going losses. But he will still struggle on, in the expectation 
that he is doing well and slowly gaining a ft>oting. Gradualiy, 
if he is able, he will manage to get loans, go on expanding his 
business until he reaches the height of his powers. As he 
becomes old, his business is likely to decay. If there is a 
large number of firms, each producing at different stages, 
whose costs arc we going to take into consideration? Is the 
average cost to be determined with reference to the cost of 
the most efficient firm? Price cannot be ccpial to the average 
cost of his firm as its costs arc the lowest, and the less efficient 
firms Avliosc costs are higher ^vill then be unable to earn 
normal profits. It cannot be the cost of the least efficient 
firm, as tliat firm may not earn any profits at all. The long- 
run normal value must include what Marshall called .‘normal 
profits’. 'Po solve this difficulty, he introduced the concept 
of the representative firm. Long-run normal value will be 
equal to the cost of production of the representative firm. 


The representative firm is not a new firm just struggling 
into business, nor is it a firm with a vast business and gigantic 
plants. It is a firm “which has had a fairly long life and 
fair success, which is managed with normal ability, and 

which has normal access to the economics, 

prcs^niativc liriu? c^itcmal and internal, which belong to that 
..aggregate volume of jjroduction’’.’^ Value 
in the long run will tend to equal the marginal cost of pro¬ 
duction of such a firm. A price higher than this will lead 
to an increase in the size and the output of such a firm ; 
while a price lo\^r .than this will tend to (iecrcasc them. 
When value settles at that figure, there is equilibrium and 


no tendency towards an increase or decrease of the output 
of the industify as a whole.'* 


Is representative firm an a!Vcrage firm? It is not an 
average of tfic existing firms. “It is a long period average firm, 

under conditions when all the present 
ragc\mu? tendencies have reached a state of equili¬ 

brium. It has beten asked whether it was a 


€ 

“representative plant, ,or technical < production unit, or a 


* Marshall —Principles of Economics, p. 318. 
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representative business organization”.^ But it should be 
noted that business is an organic whole and should be consi¬ 
dered as a whole. The representative firm is, therefore, 
representative of every aspect of the firms of tlie industry, 
when a given aggregate volume of output is produced. That 
is the purpose of Nlarshall’s statement that it ‘has normal 
access to the economics, external and internal, which belong 
to the aggregate volume of production’. Again, it has been 
asked whether the representative lirni was representative of 
size, or representative of cost.* Though Marsliall is inclined 
in some places to lay stress on size, he had clearly in mind 
the fact that it was representative of the normal cost of the 
industry. That is also the o[)iniori of Rol)crlson ; “in my 
view.... it is not necessary to regard it as anything other 
than a small-scale replica of the supply-curve of the industry 
as a whole”.® 

Pigou has a similar concept. According to him, even 
when the whole industry is in equilibrium, i.e., when the 

indfistry produces a given output y in 
Equilibrium firni. response to a given demand represented by 
a normal price p, the dilferent firms com¬ 
posing the industry may not be in equilibrium. Some may 
be rising, while others are declining. But there can exist 
some one firm, which, when the industry is in ecpiilibrium, 
will itself be in equilibrium, producing a tegular output in 
response to the normal supply price. Such a firm he 
christens an equilibrium prm.^ 

Such is then the concept of the representative firm. It 
has been vigorously criticised in recent times. We have 

already examined some of these criticisms 
Criticism. i i i • r- • 

axtd seen that the representative firm is an 

average of a special kind, a lon^-period average' firm ; lhat it 
represents the business-as-a-^vhole, instead of any of its parti¬ 
cular featurc;s! The real difficulty 'lies with regard to 
another problem. Ts it possible.that in the long run, when 
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the industry is in equilibrium, there may exist some firm or 
firms, which are actually producing at a loss? If such .a firm 
exists, then its costs cannot represent the Ibng period supply- 
price of the industry as the long period supply-price must 
include normal profit. But Robbins denies this position. 
In the long run, no entrepreneur, unless he is of sub normal 
efliciency, will be producing at a loss, for in that case he will 
shift to other industries. Equilibrium can only exist when 
an entrepreneur of normal elliciency must get as much profit 
in that industry as he could have earned in other lines of 
production. "There is no more need for us to assume a 
representative firm, or a representative producer, than there 
is for us to assume a representative piece of land, a represen¬ 
tative machine, or a representative worker**.^ All factors 
must earn normal earnings in the long period. So the 
producers must also earn normal piofits. Otherwise there 
will set in a tendency to shift, and equilibrium will be 
disturbed. Marshall and Pigou think otherwise. In their 
opinion, even in the long period whc\i the whole industry 
is in equilibrium, there may exist certain firms of normal 
efliciency which are producing at a loss. All that is necessary 
for equilibrium to exist is that the tendency to expand on 
the part of young firms will be offset by the opposite 
tendency to decline on the part of the old firms. That is 
the real purport of Marshall’s analogy of trees. A firm has 
a definite life like an individual. Like the latter, the 
former passes through the seven stages of life. For equili¬ 
brium to exist it is not necessary, therefore, that a particular 
firm's output should ,be in equilibrium when the industry 
is in equilibriunjif The concept of the representative firm 
is considered quite appropriate for a jtudy of the long 
period supply price of an industry. 

The practical utility of the -doctrine has been called in 
question. The repfesentatiye firm is not %n average of 

actual firms in the industry. No firm in 
of^A?*concept*^*^^ business directory, says Robertson, can 

be said to represent the representative 
firm. It is a long-period average, firm when the given 



PRICE DETERMINATION IN THE LONG-RUN 


197 


economic forces have reached the state of equilibrium: —a 
concept of the ‘stationary state’. Hence the practical useful¬ 
ness of the doctrine is stated to be limited. But fhe 
researches of Chapman and Ashton into the sizes of the 
business units in the Lancashire textile industry^ have 
shown that “this conception is appropriate to actual condi¬ 
tions.” This has also been corroborated by Taussig from 
his experiences of the working of the Price-fixing Committee 
of the U.S.A. during the first world war.® 

But the moje fundamental criticism which cuts at the 
very root of the doctrine is that where tendency to increasing 
returns prevails, the resulting situation in the long period 
will be characterised by either a mono}x>ly or imperfect 

competition. The representative firm 

Competitive con- analysis presupposes the existence of per¬ 
ditions are incom- ^ ^ p - -i r 

patibie with in-' f^ct competition, of many firms and or 

creasing returns, thc tendency to increasing returns. And 
is useless. It IS only thc cost of the representative firm 

which is equal to thc normal supply-price 
relative to an aggregate output. But if the tendency to 
decreasing costs continues in thc long run, there will exist, 
not many firms in that industry, but only one firm or a few 
firms. So long as it is possible for a firm to secure more and 
more economies as it expands in size, it will go on* pro¬ 
ducing larger and larger output to get the benefit of lower 
costs. If thc firm has an early start, or if, it is managed by 
a dashing entrepreneur, it will beat all its rivals by selling 
at lower prices, and will ultimately capture the whole 
market. The resulting ^situation will then be monopoly. 
Or as a firm ijxpands in size to avail tftsclf of the economies 
of large-scale production, it will come to produce a large 
part of the total output in the industry. Competition will 
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then cease to be perfect. Value will be determined as 
under imperfect competition.^ In any case there is no place 
for* the concept of representative firm in the theory of value. 
If perfect competition exists in the long fun, the tendency 
to increasing returns must have exhausted itself. Each firm 
will then be of the optimum size, producing at the lowest 
average cost, and price will be equal to that cost. 



CHAPTER XVII 


INTERDEPENDENT PRICES 

Thus far we have proceeded on the assumption that 
the price of a "ommodity can be determined independently 
of the prices of other goods. But the prices of two or more 
goods may be scf inter-related that a change in the demand 
for or supply of one will affect the demand or siipjdy and 
the price of others. We are now going to consider cases of 
such inter-relationship of prices. 

Joint demand : Goods are said to be in joint demand 
when they are jointly demanded for satisfying a particular 

want, or for producing a particular thing. 
^ motor car and petrol jointly satisfy the 
demand for a motor ride. They arc said 
to be in joint demand. There is also a joint demand for 
pen and ink, tea, milk and sugar (for making tea), etc. A 
most important illustration of joint demand is found in the 
case of factors of production which are required for the 
production of a commodity. For example, various groups 
of labourers, like plasters, masons, carpenters and various 
kinds of materials like brick, lime, cement, etc., arc jointly 
demanded for building a house. Thesd commodities are 
also known as complementary goods. The demand for the 
ultimate product which the factors of production help to 
produce is said to be dirtet demand; while the demand for 
factors of prbduction is derived from the original demand 
for the product, and is, therefore, said to be indirect, or 
derived demand.* 

What modifications does this fact intibduce into the 
^theory of v^hie? In the casp of articles which are jointly 
demanded, it is difficult to estimate their separate demand 
schedules. The utility of raw cotton, textile machinery, etc., 
is derived from that of the shirt. * But how much of the 
utility of the shirt can we ascribe to raw cotton, and how 
much to the textile machinery? ’There is ,no melhod by 
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which we can find it out. How are we then to determine 
the value of things that are jointly demanded? 

• The marginal analysis enables us to tackle this-prob¬ 
lem. In regard to things jointly demanded, we determihe 
their marginal utility by changing the amount of one 
thing, while keeping the supply of others constant. In 
other words, by substituting a little more, or a little less of 
this or that thing (while keeping other thin^ constant), we 
can measure the marginal utility of a commodity. Bread 
and butter are jointly demanded. Assume that the quantity 
of bread remains the same and that of butter is increased 
by a small amount, how much additional utility will then 
be enjoyed by a consumer? This would measure the 
marginal utility of butter to the consumer. Or, to take 
another illustration, let us suppose that two difEerent 
methods can be followed in the manufacture of cotton piece- 
goods—^we can use three looms per worker, or we can 
employ four looms per worker. The increase in the output 
of piece-goods that will result in the second case can approxi¬ 
mately be attributed to one loom i.e., to one unit of capital. 
We can then regard this extra product as the marginal 
product, or the marginal utility of one unit of capital. Thus 
by varying the proportions between the different factors 
which are in joint demand, we can find out the separate 
marginal utility of each. Value will settle at that figure 
which equates the marginal utility and the marginal cost 
of production. 

Under what circumstances may a factor of production, 
which is jointly demanded with others for the production of 

a consumable commodity, be able to obtain 

Will 21 # * • ^ 

trade-union be able higher prices for its services? In building 

to raise the wages a house, various kinds of labour, such as 
of its members? ^ e ^ ^ 

that of masons, plasterers, carpenters, are 
jointly demanded. Let us suppose that there is equilibrium 
between the demand “and supply of buildings, and of the* 
factors required for producing them. Now, plasterers have 
gone on strike for higher wages. Under what circumstances 
will they be able to obtain higher Milages? 

The first condition is that the plasferers’ labour must be 
indispensable, ,and there‘are no good substitutes available. 
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In technical language, the demand for the services of that 
factor must be inelastic. The necessity for this condition is 
obvious. If their services can easily be dispensed with, plas¬ 
terers will not b5 able to get higher wages. The second 
condition is that the demand for the ultimate commodity 
for whose production that factor is used must also be inelastic. 
To take up our illustration, if the demand for buildings is 
inelastic, a fall in their supply would raise their price very 
high. The strike’of the plasterers would lead to a stoppage 
of building cons|;ruction, to a fall in their supply, and hence 
to a great rise in their price. Lured by this high price and 
the consequent high profits, builders will be willing to pay 
higher wages to the plasterers. The third condition is 
that the price of that factor must form a very small part of 
the total cost of production. The total wages-bill of plas¬ 
terers should form a small part of the total cost of buildings. 
They must possess, in the words of Henderson, “the impor¬ 
tance of being unimportant.” Since their wages form a very 
small part of the total cost, a slight rise in wages would not 
materially add to the total cost. And so businessmen may 
decide to satisfy the demand of the plasterers. The fourth 
condition is that other co-operating factors should he 
^'squeezable.” If a slight fall in the demand for other factors 
leads to a considerable fall in their wages or prices, sufifeient 
margin would then be available for the payment of higher 
wages or prices to the original factor. If, ojving to a stoppage 
of building construction, consequent on the plasterers’ strike, 
masons and carpenters, having no alternative occupations, 
are willing to accept lower wages, plasterers can be paid 
higher wages,out of the balance thus^ available. 

If any of these conditions is satisfied, the particular 
factor will be in 9 . position to obtain higher earnings. 

Joint supply : When tzv9 or more commodities are pro¬ 
duced with the sarrie joint cost in such a way tlhat the produc- 
• ,* tion of one, would'automatically involve 

Production of others ; they are said to 
* have a joint supply. They are also called 
‘joint products' or ‘joint-cost’ products. Good instances of 
joint supply are cotton seed ^nd cotton fibre; wool and 
mutton ; gas and coke, etc. The mosf important characteristic 
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possessed by them is that the investment of labour and 
capital in the production of one would automatically lead to 
the production of others. In case of joint products, the less 
important products, i.e., those whose prices are low, are 
generally called 'by-products’. 

How is the value of joint products determined? We 
only know the total cost of producing both wool and mutton. 
But we arc not in a position to know the separate cost of 
production of cither. And since we cannot disentangle the 
cost of each, how can we determine their price? 

For the purpose of analysis, we shall divide joint pro¬ 
ducts into two groups. There are certain products whose 

relative proportions can be varied. Wool 
Division of joint and mutton belong to this section. By 
classes. suitable cross-breeding, we can have a breed 

of sheep, which yields more mutton and 
less wool, or less mutton and more wool. In this way, the 
production of wool and mutton that can be obtained from 
sheep can be varied. Secondly, there .are certain products 
whose relative proportions cannot be varied, at least by man. 
The proportion of cotton fibre and cotton seed that will be 
produced from a given amount of cotton crop is more or 
less fixed by nature. 

If joint products belong to the first group, i.e., if their ^ 
relative proportiops can be varied, the previous analysis will 
be adequate to explain the price of each. We may not know 
the aggregate cost of producing either wool or mutton. But 
if we can determine the marginal cost of either, i.e., the cost 
of producing additional units, or one unit moye or less of a 
commodity, we can determine the value of each. Value, as 
we know, tends to be equal the marginal Qost of production. 
Now let us calculate the cost of breeding a number of sheep, 
which would yield a certain amount of wopl and of mutton ; 
and also the cost of fearing a number of another breed of 
sheep, which would yield the same amount of wool, but 
a different amount of mutton. The difference of cost in 
the second case over tliat in the first case may be ascribed 
to the extra mutton that is' produced in the second case. 
The extra cost is therefore the marginal cost of mutton. 
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And the price of mutton will tend to be equal to this in the 
long run. An illustration would make the point clear. 

Suppose that a certain breed of sheep, costing Rs. 12 
cath, would yields units of wool and 11 units of mutton. 
Another breed costs Rs. 10, and would give 8 units of wool 
and 9 units of mutton. Then 8 sheep of the first ty[)e 
would yield 72 units of wool and 88 units of mutton ; costs 
arc equal to Rs 96. From 9 sheep of the second type, we 
get 72 units of wool and 81 units of mutton ; costs being 
Rs. 90. Therefore we get additional 7 units of mutton by 
spending Rs. 6 more. 'Fhc marginal cost of one unit of 
mutton is 13as. 8p. Similarly, from 9 sheep of the first type, 
we get 81 units of wool and 99 units of mutton, costing 
Rs. 108. From 11 sheep of the second breed, we get 88 units 
of wool and 99 units of mutton, expenditure being Rs. 110. 
Thus wc get additional 7 units of wool by spending Rs. 2 
more. The marginal cost of one unit of wool is then 
las. 7p. 



It remains to add that such variations are possible in 
real life. When Australian wool foCmd a good market in 
England, Australians bred a type of sheep which yielded 
more wool and less mutton. When lit the beginning of this 
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century, cold storage made the export of mutton possible, 
another breed of sheep was reared which yielded more 
mutton and less wool than before. • 

The case of joint supply where the proportions are vari¬ 
able is illustrated in figure 34. MCi is the marginal cost 
curve of A drawn on the assumption that the output of B 
remains constant; MCj is the marginal cost curve of B, the 
output of A remaining constant. Let the market price of A 
is OPA and of B is OPB, the output being ^QA and OQB 
respectively. If the demand for B rises, ^the output of A 
will increase until its marginal cost aits the raised demand 
curve DjDi and the price of B will rise to PaB, while the 
supply of A will not vary. 

But if the joint products belong to the second section 
i.e., if their proportions cannot be varied, it becomes difficult 

to disentangle their marginal cost of produc- 
Those whose pro- tion. The value of each wdll then be deter- 
Varied. mined by two principles. First, the total 

cost of producing both cotton fibre and 
cotton seed must be covered by the total sale-proceeds. The 
price of each must be such that when the total supply of 
both is sold, the total sale-proceeds must be equal to the 
total cost. Secondly, the separate price for each would be 
determined by the marginal utility of each to the consumers. 
It will be determined by the principle, known as ‘what the 
traffic will bear* i.e., what the thing will fetch in the market. 
But separate prices must be such that total sale-proceeds 
cover the total cost. * * 

But another condition may also be found. Each of the 
commodities may invplve some separate or prime costs in 
preparing them for the market. These prime costs provide 
the limit below which the price cannot ^11. The price of 
cotton fibre must at least qovQr the prime costs of marketing 
it. How mu^h of the supplemontary or joint costs would 
be charged to each would depend on how muc*tj burden each 
could bear, i.e., on the elasticity of demand of each. 

What happens to the price of one product when the 
demand for the other increases or decreases ? Gas and coke 
are examples of such joint products.. What happens to the 
price of coke.when the* demand for gas increases? Clearly 
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the greater demand for gas would raise its price; and the 
producers will be making extra profits by the sale of gfts. 
But the increased Aipply of gas would also mean an increased 
supply of coke. The demand for coke remaining the same, 
the price of coke would fall. 

Element of joint cost in railways : Is the industry of 
railway transportation a case of joint cost? According to 
Taussig, it is ; buf according to Pigou, with few exceptions, 
it is not. The cfjlscussion of the question is important; for 
it explains the way in which railway rates are fixed. 

According to Taussig, “when a large plant is used for 
diverse purposes, the case is so far one of production at joint 
cost”.^ In the railway industry, the supplementary costs, i.e., 
the expenses of laying down the road-beds and of building 
wagons, engines and other plants, are a very large fraction of 
the total costs of railway construction. The operating ex¬ 
penses, i.e., the cost of maintaining the permanent way and 
rolling stock and the expenses in connection with station 
staffs, are also very large and more or less, fixed. These 
expenses have to be incurred whether the railway plant is 
fully worked or not. Moreover, there are no means by which 
the expenses in connection with any particular service,, e.g., 
the exact cost of carrying passengers or goods, can be sepa¬ 
rately determined. We cannot assign any of these general 
expenses either to the freight or to the passenger services. 
There is also a second reason why the railways show the 
characteristics of joint cost. The various types of markets 
for which the railways cater,—^the sale of transport to passen¬ 
gers and to gaods, the sale of transpoi't to the coal merchant 
and the copper merchant,—are independent of each other. 
The demand schedule for transport services on the part of 
the coal merchant is quite different, and in no.way connected 
with the deijiand of the* copper merchant for transport. 
These two diracteristics,—^thtf huge overhead expenses and 
the impossibility of separately ‘determining the cost of any 
particular service of transport, and the use of the same plant 
for supplying to divers*e and, independent markets—these 
make the industry of railway transport a case of joint cost. 

* Taussig. Pfinciple of Economics, Vol. II, p. 423. 
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Pigou, on the other hand, argues that except in one case, 
rcfilways do not exhibit any of the characteristics of joint 
supply. The fact that supplementary dosts of a business 
form a very large part of the total costs docs not make it a 
case of joint cost. In many large establishments, like the 
iron and steel industry, overhead costs form a very sub¬ 
stantial portion of the total expenses. Secondly, the fact 
that one service, i.c., transport, is being sold to entirely 
different, or independent markets,—to the coal merchant 
and to the copper merchant,—docs not in any way prove the 
existence of a joint product. In his opinion the clement of 
joint cost is present in an industry, where the investment 
of capital in the production of one of the commodities 
woukl invariably and inseparably lead to the production of 
other commodities. For example, any investment for the 
production of cotton fibre would automatically involve the 
production of cotton seeds. I’hat is the most important 
characteristics of joint products. But the railways do not 
exhibit this feature. I’he investment of capital in facili¬ 
tating passenger transport ^vould not invariably lead to the 
making of provision for freight services. The investment of 
plants for the transport of coal would not necessarily involve 
the transport of copper. Only in one case i.e., the running 
of trains from one station A to another B, and back again 
from B to A, thc^ element of joint cost is present. For the 
organization of railways being what it is, the running of up- 
trains automatically necessitates the return journey. The 
investment of capital in providing facilities for the initial 
journey would involvp the investment in the provision of 
facilities for the rrturn journey. Hence the industry of rail¬ 
way transport docs not furnish a case of {:\foduction at joint 
cost. /. » 


service 


How are railway rates determined? There arc two prin¬ 
ciples of determining Tailway rgtes ;—cost of service principleV 

and value of service principle. Under the 
cost of service principle, tho same charge 
should be levied tor the transport of one 
ton of goods per mile. That is the coriipetitive principle. Of 
course; the rate per mil'e can be different according as the 
railways supply other incidental services along .with transport. 


Cost of 
principle. 
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^.g., speed of transit required, (the speedier the train, the 
higher the rate), according as the goods arc easy of haiidlkig 
and securely packtd, etc. The value of service principle is 
expressed by the phrase, ‘what the traffic will bear'. It means 
fixing the rates according to the freight-bearing capacity of 
each commodity. For example, diamonds, being a highly- 

valued commodity, can obviously stand a 
wiU^ *^*^^^*^ higher charge than coal, a hnv-priced com¬ 

modity. Some classes of goods can stand 
a higher charge*; others only a low charge. Thus coal, 
lumber, etc., arc low grade goods, and their rates are 
accordingly low. Textiles, precious metals arc high-class 
articles, and the rates arc, therefore, high. "Fhe charges arc 
fixed in this way that profits of working the railway can be 
maximised. Under this principle, there will be a variety of 
rates unlike in the first case. 


Composite or rival demand : The demand for a com¬ 
modity is said to be of composite nature when it is demanded 
in several alternative uses. For cxamjfic, steel may be 
demanded for the construction of a bridge, or of a building, 
or of machineries of various sorts. These .several uses consti¬ 


tute the composite demand for steel. Almost every raw 
material, every factor of production may be used fop the 
production of various classes of goods. Labour may be 
•demanded for producing cither consumer’s goods, or pro¬ 
ducer’s goods. Land may be demanded cither for building 
purposes, or for culth^ation. Each of these alternate uses is 
the rival of the other for the consumption of that commo¬ 
dity. Together they carty off the whole supj)ly from the 
market. WKen different commodities compete for the 
services of a particular factor of protfuction, they arc 
sometimes called “competing^ cost” goods. 

We have .seen that by, the operation of the principle of 
substitution (or the law of equi-marginal returns), a com¬ 
modity will &c distributed among its various uses in such a 
way that its njarginal utility in every use will be equal. Its 
value will be such as to^equal this ftiarginal utility. If, in 
any use, its marginal utility is greater than its price, a greater 
supply will be diverted to that u.se from the other uses» The 
marginal utility in other uses will therefore rise, while the 
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marginal utility in the first case will fall, until the two will 
again be equal. Price will then settle at this figur^. So 
commodities that are in joint demand will be distributed 
among their various uses in such a way that their marginal 
utilities are everywhere equal. Their price will then be 
such as will make marginal utilities equal in every use. 

Composite or rival supply : When the demand for a 
thing can be satisfied from several sources; these sources are 
said to constitute a composite supply for that thing. The 
demand for meat may be satisfied by beef or mutton or ham. 
The demand for a beverage may be satisfied by tea, coffee 
and cocoa. Commodities which are substitutes for each other 


are proper examples of composite supply. Similarly, labour 
and capital, so far as one can be substituted for the other, 
may be said to constitute a case of composite supply. Though 


Competing goods. 


the different sources of supply thus compete 
with each other, their total supply must 


satisfy the total demand for that commodity. These com¬ 


modities are also known as competing goods, as they compete 


with each other for the satisfaction of a particular want. 


Owing to the operation of the principle of substitution, 
competing supplies will be used upto the point where 
marginal utilities, or marginal net products are equal to their 
prices. The value of each will, therefore, be equal to the 
marginal utilities or net products of each. So the price of 
commodities that are in composite supply will be determined 
by the cost of producing them and by their marginal utilities, 
or marginal net products. 



CHAPTER XVIII 


VALUE UNDER MONOPOLY 


Under conditions of perfect competition, there will be 
many sellers fc'’ a product, and all sellers sell the identical 
product. As a result, no seller will be able to affect the price, 
and each will be in a position to sell additional output at the 
ruling price. A monopoly is the opposite of all these condi¬ 
tions. A monopoly exists when there is only one producer. 
It must also be impossible for new firms to enter that 
industry, and the commodity produced by the monopolist 
should not have substitutes. 


Like a competitive producer, the monopolist will also 
try to maximise his profits. The conditions under which he 
will produce will not be different from those prevailing 
under perfect competition. So the cost curves of a mono¬ 
polist do not differ essentially from those of a competing 
producer. But there is one important difference. 'I’he firm 
in perfect competition produces only an insignificant part 
of the total output, and if he produces additional units^ he 
will be able to sell them in the market at the same price as 
.before. In other words the demand curve facing a compet¬ 
ing seller is horizontal in shape. But the monopolist is the 
only producer and i^ he produces additional output, that 
will constitute a perceptible part of his total output so that 
the prices will be depressed. The monopolist will thus be 
able to sell the additional units onl) at lower prices. In 
other words, the demand curve facing the monopolist has an 
elasticity which is Hess than unity. 

The general principle wlfich will enabl(j a nonopolist 


to earn the mjLximum revenue is that his marginal cost of 
*Thc monopol.'st Pfoduction should be’ equal to the margi- 
wiii fix the price nal revenue. Marginal cost, as we know, 

ma^rn?r"ievcnue ^i^ans the additional cost of producing an 
is equal to mai^i- additioifal Unit of the commodity. Mar- 

ginal revenue* is ,“the addition to the 
total revenue produced by selling an additibnal unit of 


14 
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output”.^ Suppose that a monopolist can sell 100 units 
of, a commodity at a price of Rs. 2 per unit and that he 
can sell 110 units at a price of Rs. l/l^,/- per unit. The 
total sale proceeds are Rs. 200 in the first case; and 
Rs. 213/2/- in the second case. Thus we see that if the 
monopolist sells one more unit his total receipts will increase 
only by Re. 1/5/-. This is tht'marginal revenue of the 
additional unit. We have assumed that the .monopolist will 
not be able to sell additional amounts at the former price. 
That is the case with the monopolist. He is already con¬ 
trolling all business in that commodity, and he must lower 
his price in order to sell more. This price reduction will 
affect the amount which he receives for all units he is selling. 
Thus by selling an additional unit, the monopolist will add 
to his total revenue a sum equal to the price of this addi¬ 
tional unit, minus a reduction in price on ail other units he 
was already selling. That is why his marginal revenue is 
lower than the price at which the extra unit is sold. So 
long as what the monopolist adds to his receipts by selling 
an additional unit is more than what he adds to his costs by 
producing it, he will increase his profits by doing so. Thus 
when the marginal revenue is greater than the marginal cost, 
the. monopolist will go on increasing his output. But as he 
produces more, the marginal revenue declines, and the 
marginal cost rises. When the marginal revenue is equal to 
the marginal cost, he will obtain the maximum profit. Any 
further increase in production will mean that the marginal 
cost will be greater than the marginal revenue. He is then 
making losses on additional sales. The monopoly revenue 
will be maximised vthen the marginal revenue is equal to 
the marginal cost. 

Though the monopolist is the sole ploducer, it does not 
follow that he will always charge a very high price. A high 
price does not always yield the maximum .profit. Such, a 
price may reduce the sales very much, as a rl'sult of which 
his aggregate profits may riot be large. So it will not pay 
him to raise his price beyond a certain point. 

The marginal revenue curve 'MR is below the demand 


* Joan Robinson —Economics of Imperfect Competition, page 51. 



VALUE UNDER MONOPOLY 


211 


curve DD. It intersects the MC curve at a. The mono¬ 
polist will then produce op units of output, which will .be 
sold al the price pq. 

Monopoly and elasticity of demand : In what way does 
the elasticity of demand for a monopolised product affect its 
value? Since the elasticity of demand for a product depends 
on the availability of substitutes, and since perfect monopoly 
indicates the absence of substitutes, the demand for a pro¬ 
duct under perfect monopoly is likely to be completely 
inelastic. But snch perfect monopoly is rare and a mono¬ 
polist has usually to face some competition from substitutes, 
rhere is probably some commodity which may be used to 
some extent as a substitute for the monopolised product. 
The demand for the product of the monopolist is, therefore, 
likely to be elastic, the degree of elasticity depending on the 
extent to whicK substitutes or near substitutes are available. 
In cases of elastic demand, the marginal revenue is lower 
than the price. The more elastic the rlemand, the less will 
be the difference Ijetween the price and the marginal 
revenue, and the output produced by the monopolist will be 
nearer to that under perfect competition. I'he less the 
elastic the demand, the less will be the output produced by 
the monopolist, and the higher will be the price. , 

Limits to the power of a monopolist : It is usually 
assumed that the monopolist has not only full control over 
the market, but also acts under no restrjfint. But in real 
life, there are always.some restraints on the activities of the 
monopolist. A complete monopoly is rare. I'here arc 
always some checks which*explain the fact that a monopolist 
cannot charge a very high price. There is always the threat 
of potential competition. The monopolist must always 
remain on guard'against any new competitors. Or, if he 
charges a too high price, it maf encourage the»invcntion and 
consumption pf substitutes. The artificial indigo dye has 
completely sifpplanted the natilral product. Even jute is not 
safe ; in different countries of the world, research is being 
conducted for discovering a good juid equally serviceable 
substitute for jute. Thirdly, there is the ever present danger 
of foreign competition snatching away the gain from the 
monopolist. Fourthly, there is the risk of state interference 
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and state control. If he charges a very high price, there will 
bCk great discontent and clamour among the public, and the 
government will then be forced to take t^ie matter in' hand, 
either by controlling the monopoly, or by taking it over. 

Discriminating monopoly : A monopolist need not 
always charge the same price to all customers. Since he exer¬ 
cises some control over supply, he can 
The monopolist charge different prices to« different pur- 
MiYpriccs^*^ tiiifcr- qj. different markets. In fact, 

such is generally the case with monopoly. 
When a monopolist sells the same commodity at different 
prices, it is said to be a case of discriminating monopoly. 

Such price discrimination is not always possible. There 

is always the possibility of re-sale by the purchaser to whom 

a low price has been charged. Hence in 

Cases when such order tliat a monopolist ihay be able to 
discrimination is , ^ ^ ^ 

possible. charge different prices to different custo¬ 

mers, there should be some reason, or 
reasons for which consumers who are charged lower prices 
will not be able to sell the product to others, or there should 
be an agreement against re-sale. Discrimination in prices is 
possible under the following two conditions. First, there 
shogld be no possibility of transferring a unit of the commo¬ 
dity from the low-priced to the high-priced market. Such is 
the case with services which are directly supplied by sellers, 
to the persons oh purchasers. A doctor may charge a lower 
fee to poor patients, and a higher fee.to rich patients ; the 
rich patients cannot send a poor man to the doctor to obtain 
diagnosis at a low fee for him. The transport of different 
goods on the railways is another case of suck non-transfer¬ 
ability. The fact that the railways charge a lower rate for 
the transport of coal than for copper would not lead to the 
substitution af coal for co|)per. Secondly, price-discrimina¬ 
tion will also be possible when there if, net possibility of 
transferring one unit of demand from fhe high-priced to 
the low-priced market. When markets between which dis¬ 
crimination is being made arc distinguished according to the 


wealth of the customers, such discrimination becomes easy 
to practise. Thus a rich man would not want to become poor 
in order to enjoy the benefit of paying lower fees to doctors. 
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Where there is some possibility of re-sale, the monopolist 
makes a contract with the favoured customers, preventmg 
them ^rom doing «that. 

Discrimination may be either personal, or local, or trade 
discrimination. Personal discrimination occurs when different 

prices are charged to different customers 
Personal discrimi- according to the intensity of their desire 

or according to their wealth. A higher 
price may be exacted from persons who are more eager to 
buy. A higher cliargc would be levied on the rich than on 
the poor. Firms are known to discriminate against persons 
living in fashionable quarters. This type of discrimination 
is not always feasible, for it may arouse violent resentment 
among purchasers. 

Local discrimination takes place when a monopolist 

sells at a lower price at one place, and charges a higher price 

at other places. ‘Dumping' is the best 

Local discnmi- example of local discrimination. The 
nation. i 

monopolist sells at a foreign centre at a 
price which is lower than the price charged to domestic 
consumers. 

Trade discrimination or use discrimination occurs when 


a monopolist charges a lower price to one trade than to 


. Trade discrimi¬ 
nation. 


another. Electric current, for example, 
may be sold at a low price to industrial 
concerns, at a higher pric*e for the purpose 


of domestic cooking, ^nd at still higher prices for domestic 


lighting. 


When price-discrimirtation is practised, the value in 
each market Will be determined by the same set of principles 
as under monopoly. If the monopolist sells in two different 
markets at different prices, he yill charge that price in each 
market which will make th^marginal revenue fn that market 
equal to the mtirgifial cost. The marginal cost will of course 
be the same,* whatever the number of markets. So the 
marginal revepue will also be the same in each market. 


But it does not mean thay the price will be the same in each 
market. It will depend on the elasticity of demand in each 


market. If the demand is elastic fcfr any group of buyers, 
. the monopolist ,will charge a comparatively low price to that 
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group. But if the demand is inelastic in any particular 
market, the price will be comparatively high for that group 
of buyers. • 

Discriminating monopoly may sometimes bring impor¬ 
tant benefits to the customers and the society. It is quite 

possible that there may be two groups of 
Is price-discrimi- buyers, one of which can be made to pay 
consumers? ^ high price as their incomes are large, 

while the other group, having small 
incomes, will not purchase unless the price is low. When 
one price is charged, it may be high price. Only rich 
buyers purchase the commodity. In that case total sales 
may not be large, and the sale-proceeds may be insufficient 
to cover total expenses of production. If a low price is 
charged so as to tap the poorer buyers, sales will of course 
increase. But sale at such a low price may prove unremii- 
nerative to the producer. Hence no output may be produced 
under such circumstances. But if price-discrimination is 
practised, the producer will charge q high price to rich 
buyers and a low price to the poor. Total sale-proceeds may 
then cover the total expenses of production. This will be 
especially true if the average costs fall rapidly as a large out- 
puf is produced, and both consumers and the society will 
benefit. 

When price<liscrimination is practised, the monopolist- 
charges a high price to one group of buyers, and a low price 
to another group. The first group will certainly lose wfiile 
the second group will gain. If the buyers to whom a high 
price is charged belong to the Richer classes and those to 
whom a low pric^ is charged belong to the poorer classes, we 
may conclude that the gain to the poorer classes will out¬ 
weigh the loss to the rich. Jn this case society as a whole 
will benefit as a result of discriminating monopoly. 

Dumping : It means any price discrimination between 
different markets. When a. monopolist sells some part of his 
output in a foreign centre at a price which is. lower than the 
price at which he iif selling at ^home, he is said to be 
‘dumping’ into the foreign* market. He may or may not 
sell below his cost of production in the foreign centre. 
Owing to his monopoly, he is generally ip a position to« 
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charge prices which are higher than the cost per unit in the 
home market. In that case, he may sell at foreign centre at 
a^iric^, which, though below the home price, may be above 
his average cost of production. 

A monopolist may dump from a variety of motives. 
Thus he may do it in order to dispose of a casual overstock 

of goods which has accumulated as a result 
^umping^ Qf an incorrcct estimate of future demand. 

Or, he may do it to develop new trade 
connections, or t& woo the goodwill of buyers in a new, and 
as yet untapped market; or to drive competitors out of that 
market with a view to secure a monopoly. Or, his motive 
may be to reap economies of large-scale production by work¬ 
ing his plants to their maximum capacity. The increased 
output may, if marketed at home, cause the price to fall very 
much, especially if the demand is inelastic. It will be to his 
interest, then, to restrict the amount marketed at home so as 
to keep prices high, and then to dump the surplus at a foreign 
centre. . 


As dumping is injurious to the interest of the producers 
of the foreign country, it has been prohibited by many 
countries. Anti-dumping laws have been passed, which aim 
at levying import duties at a higher rate on the dumped 
goods. India passed such a legislation in 1933 to cope with 
• Japanese dumping. 



CHAPTER XIX 


VALUE AND IMPERFECT COMPETITION 

We have discussed the factors determining the value of 
a commodity when there is a large number of sellers {i.e., 
perfect competition), or a single seller (inQnopoly). But in 
the markets of real life, there is seldom a large number of 
sellers, or even a single seller. In the majority of cases, 
there is neither a single individual who controls the total 
supply, nor are there many buyers or sellers so that their 
individual shares are negligible in relation to the total. 
Such intermediate cases, where there is neither perfect com¬ 
petition, nor absolute monopoly, have come to be called 
“imperfect competition.” 

Conditions of imperfect competition : Under what 
circumstances does competition become imperfect? In our 
discussion of perfect competition, we have seen that for com¬ 
petition to be regarded as perfect, three conditions are nece¬ 
ssary. (1) There must be a large number of buyers and 
sellers so that none of them can affect price by his individual 
action ; (2) Buyers know the prices prevailing in the market, 
and buy at the lowest possible price ; and (3) the product 
sold by the different sellers is identical in quality, i.e., 
homogeneous. The absence of any of these conditions w'ill 
make competition imperfect. «■ 

Thus compttitioh will be imperfect when the number 
of sellers or buye'rs in the market is comparatively small so 
that each of them supplies or buys a substantial portion of 
the total output. When, for‘example, there are few sellers 
of a commodity, every one of them may be in a position tp 
affect the price. Let us suppose that there ar'e four sellers, 
each supplying 5,000 units of the commodity. If one of 
them decides to increase his output by only 5 per cent, his 
output will now be 5,250 units; in other words the total 
supply will increase to 20,250 units, instead of 20,000 units. 
This will certainly affect the price at which he will be able to 
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sell. The seller can therefore sell the additional output only 
at a lower price. The demand curve facing each seller will, 
tljcrefhre, slope downwards. Secondly, competition will be 
imperfect if buyers do not possess complete knowledge about 
the prices charged by sellers. Because of their ignorance, 
or because of the existence of very high costs of transport, 
buyers may not purchase the commodity from sellers who 
offer it at the lowest price. In this case, the number of 
sellers may be large, but competition will be imperfect. 
Lastly, competition will be imperfect if the products sold 
by different sellers are not homogeneous. The product of 
each seller may be similar to, but not identical with the 
product of other sellers in the industry. For example, a tin 
of Poison’s butter may be similar in kind to another tin of 
Lord’s butter. But because of the idea that there are 
differences, real or imaginary, in the quality of these two 
products, each buyer may have a definite preference for 
the one rather than for the other. As a result, each firm 
will have a group of buyers who prefer, for one reason or 
another, the product of that particular firm. That firm then 
occupies something of the position of a monopolist. He has 
a partially independent market for his product, and can 
charge a slightly higher price without driving away the 
bulk of his customers. This existence of these differences in 
the quality of different products is known technically as 
“product differentiation*’. This product differentiation 
makes competition ijnperfect, though the number of sellers 
rnay be few or large. 

Thus competition will be imperfect if there are only a 
few sellers or buyers, each of whon? sells or buys a consi¬ 
derable part of the total output. If, further, the situation 
is such that any action taken by one of these small number 
of sellers is likely to be followed by suitable action by 
other sellers, jt is*known as oligopoly.^ Competition will be 
imperfect e'\flen with a large number of sellers, if buyers do 
not buy, on account of ignoralice or some other reason, at 
the cheapest’available price; or i^ the buyers regard the 
products supplied by th*e different sellers as similar but not 
identical. The last case is sometime? known as “Monopolistic 
competition.” * 
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When there are few sellers of a commodity, everyone of 
them will be able to affect the price of the product. The 
number of sellers may be small either because the state has 
restricted by laws the number of persons who are entitled 
to produce (as in railways, electricity, etc.); or because the 
sources of the supply of the product are small in number 
(as in the case of petroleum); or because the particular 
industry requires a very large initial capitil outlay on plants, 
which fact deters more men from entering it. In industries 
in which the technical economies of large«scale production 
are very great, anyone of the producers can lower his costs 
by producing more; he can then sell at lower price and 
drive out some of his rivals. This would give rise to “cut¬ 
throat” competition among them, until there are only a few 
producers left in the market. Each of them will be exercis¬ 
ing a substantial control over the supply, arid will sell the 
product at a price higher than the cost of production. More¬ 
over, in order to produce at a lower cost, they would have 
to produce a large quantity. This would increase the total 
output considerably, and thus cause the ‘price to fall so much 
that they might be unable to cover the costs.^ 

Even if there are a large number of sellers of a commo¬ 
dity,, competition may be imperfect, either because of the 
ignorance of the buyers ; or because the cost of transporting 
it is high. If any seller is charging a slightly higher price 
than others, they 'may not be aware of it, and so will not 
transfer their customs to his rivals. Similarly, if the co/Jt 
of transporting the commodity forms a considerable part of 
the price, each seller will have a semi-independent market, 
consisting of the* consumers who live near his factory or 
shop. Such is the* case with small retail dealers. They may 
charge a slightly high price without driving away their 
customers who would be wifling to pay this price rather 
than go to a more distant shop involving iliore*^ expenses and 
inconveniences of travelling. ‘Also if one -shopkeeper wants 
to increase his sales materially, he will have^ to lower his 
price in order to induce his existing^ customers to buy more. 


* In /:he extreme case, there may be two sellers only and a large number 
of buyers. This ‘typical situation is known as duopoly. 
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as also to attract new customers living at some distance from 
his own shop. 

V . * . 

• Another important reason for imperfect competition is 

the existence of real or imaginary diflEerences in the quality 
of the product sold by each producer. By means of repeated 
advertisements, or by fixing brands, each producer tries to 
impress upon buyers, this fact that his product is superior 
in quality to that of others. The superiority in quality may 
be real or imaginary. But in so far as the buyers arc con¬ 
vinced of the existence of these differences, each producer 
will have a partially independent market for his product. 
He can charge a slightly higher price. And if he wants to 
sell more, he must offer his article at a considerably low 
price. For such lowering of price may be necessary to induce 
his old customers to buy more of it, and to attract from his 
rivals those buyers who prefer the particular quality of the 
goods of his rivals. 

Thus we see that when competition is imperfect, each 
producer possesses a certain amount of liberty in fixing the 

price of the product. Under perfect com- 

DiffcTciicc l)C“ ^ ^ ^ 

iwcen perfect and petition, hc must accept the price which 

imperfect coinpeii- prevails in the market as a result of the 

competition of all his rivals. If hc charges 
a slightly low price, he can attract all the buyers. But under 
imperfect competition, he can charge a slightly higher j>rice 
than any of the rivals. His customers would not desert for 
his rivals, either because they are ignorant of the prices 
offered by the latter, or Jbecause of the cost of transport, or 
because they* prefer the particular quality or taste of his 
product to that of others. All that may 4iappen is that his 
customers would* buy a somewhat smaller amount than 
before because of the higher price. Sinylarly, a small 
/eduction in. price may *not increase his sales. His old 
customers mhy purchase a little more at the lower price. But 
if he is to attract more buyers,* he may have to make a sub¬ 
stantial reduction in price to overcome the likings of the 
customers of his rivals’ products for the latter, or to compen¬ 
sate for the costs of transport. Thu§ each producer will affect 
the price of his product appreciably by selliilg more’ or less 
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of it in the market. In technical language, the elasticity 
o£^ demand for his product is less than unity. 

In imperfect competition, the pricey will settle^at the 
point, where the marginal cost and the marginal revenue 
are equal. In order to maximise his profit, each producer 
will go on produ\:ing and selling so long as the extra cost 
of producing the additional unit is less than the addition to 
the total receips made by selling that extra iHiit. In perfect 

competition, the marginal revenue is equal 
product, liut in imperfect 
marginal revenue Competition, the marginal revenue will be 
priclf** than the price of the product. For we 

already know that in order to sell more, 
each producer will have to reduce his price. He will then 
have to sell all the units (and not only the additional units) 
at the lower price. So what he actually gains by selling the 
extra units will be measured by the price that he gets for 
the extra units minus the reduction in price on the units 
he was selling. Suppose one producer, can sell 10 units at 
Rs. 2 each. If he increases his output by 10 per cent, and 
wants to sell 11 units, he will have to lower his price to 
Re. 1/15/-. Tabulating the facts, we find. 


Total output 

11 units 
10 units 


Price 

at Re. 1/15/- each 
• at Rs. 2/- „ 


Total receipts 

Rs. 21/5/- 
Rs. 20/- 


1 unit 


Rs. 1/5/- 


If he sells ope unit more, he will increase his total 
receipts by Re. 1/^5/-. The marginal revenue of each unit 
is therefore Re. 1 /5/-. The marginal revdViue is thus lower 
than the price i)f the product.* So long as the marginal cost 
of production is lowpr than the marginal •revenue, the; 
producer will produce and selPmore, for he. is thereby adding 
to his receipts. He will stop at the point when the marginal 
cost is equal to the ^marginal revenue. But marginal 
revenue is lower than the prjice. ftence he will stop pro¬ 
ducing and selling at some point before the price of his 
product has fallen to the level of his marginal cost. In 
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perfect competition, the marginal cost is equal to the price 
and to the marginal revenue (since the marginal revenue is 
equal the price). But in imperfect competition, tlie 
marginal cost is equal to the marginal revenue, but not to 
the price. Output will stop before the marginal cost becomes 
equal to the price. The output of each seller under im¬ 
perfect competition will be smaller than that under perfect 
competition, ard the price of the product will be higher 
than the marginal* cost of production. 

We have s«en that under perfect competition, the 
number of firms will be so adjusted that in equilibrium, all 

firms will be of the optimum size, or the 

competitior™^^*^nic efficient size. But in imperfect coni- 

firms may not be petition, that need not be the case. When 

competition is perfect, a firm which is of 
■ less than optimum size will have a tendency 
to expand. As it expands, its cost will fall, while the price 
that it receives for its additional products remains the same 
as before. But if there is imperfect competition, such a 
firm may not expanef. It is of course true that if it expands, 
it will lower the average cost of its product. But it would 
have to lower its price in order to sell the additional output. 
It is quite possible that the loss due to sale at lower price 
may outweigh, or may just balance the gain due to lower 
average costs per unit. 'Thus the firm may not have an 
incentive to expand and to produce a lar^e output. Thus 
in conditions of imperfect competition, the more efficient 
firm may fail to drive out inelficicnt firms from the market. 
If the efficient firm has j;o lower its price considerably in 
order to overcome the prejudices of &hc customers of ineffi¬ 
cient firms it might prefer not to drive the latter out of the 
market. But under perfect competition, the efficient firms 
can produce and sell more without any considerable reduc¬ 
tion in price. ^ As. they produce more, the total output will 
increase and<he price would fall so th*at the inefficient firms 
would be unable to cover thehr costs. Thus in imperfect 
competition, the number of firms in any industry may be 
larger than that under perfect competition. Each of these 
firms may be producing an output which is less than the 
optimum output. The management of each* firm may be 
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receiving a reward which is not higher than that received in 
sipiilar other occupations. For example, there may be a large 
number of small retail shops, or sweetmeat shops iiv a city, 
each of which sells a small output, and is of less than the 
optimum size. None of them may be earning more than 
normal profits to be earned elsewhere in similar trades. Yet 
each shop is monopolistic in the sense that it has a semi- 
independent market, protected either by coi^ts of transport, 
or ignorance, or the goodwill of buyers. And it may be 
profitable for the community if the industry is concentrated 
on a smaller number of firms. ^ The statement may appear 
paradoxical. For it seems to imply that the cure of imperfect 
competition is more imperfect competition. But when the 
number of firms is reduced each will be of the most efficient 
size; output per firm will be larger. The average cost and 
the price per unit will be the lowest possible under existing 
conditions of technique and knowledge. 

There will be imperfect competition when there are 
only a few buyers of a product.^ Each of them will then be 

buying considerable portions of the supply 
Monopsony. affect the price by 

increasing or decreasing his purchases. Usually in the pur¬ 
chase of finished consumer’s goods, such a state of affairs 
is exceptional. There is normally a large number of buyers 
of such goods. But in the purchase of the factors of produc¬ 
tion (e.g., labour* or raw materials), the market may be im¬ 
perfect. For example, in the sugarcane industry, growers 
must sell their sugarcane to the nearest sugar factory, as 
another factory may be situated flt a great distance. Not 
only will the costs oF transport be high, but* owing to the 
longer period of *time involved in transporting the cane to 
the more distant factory, the quality of the. cane will deterio¬ 
rate. So the% may be foAed to sell to the nearest factory 
whose owner, therefore, buys *in an imperfect market. 
Similarly, the market for labour may be imperfect, because 

* But it should be noted that this is not always true.* If, for example, 
the imperfect market and the existence of a^large number of firms are due 
to real differences in the quality or^ the type of the product, there would 
be no gain by reducing the number of firms. 

• This situatipn has been diristened as "Monopsony" by Mrs. Robinson. 
See her book. Economics of Imperfect Competition. 
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there are only a few buyers of labour of a particular grade in 
a locality. When an employer lowers his wage-rates, nu^ny 
of his employees might not desert him, not knowing that 
hfgher wages coulc^be earned in other places. Or, they might 
find it costly to go to other places. 'I’lie employer would also 
have to offer considerably higher wages in order to attract 
more labour from distant localities. Thus the employer will 
have to raise jr lower wages by employing more or less 
labour. But as he has to offer a higher wage-rate in order 
to employ more* labour, he will have to pay all labourers 
including the additional labourer at the higher rate. Hence 
when an employer engages an additional labourer, he adds 
to his costs not only the wages of that labourer, but also the 
increase in the ^vage-rate paid to all other labourers. The 
additional costs involved in employing one more labourer 
(the marginal talue of labour) is thus higher than the wages 
paid to that worker (the marginal wage-cost). He will stop 
employing labour when this additional cost is equal to the 
extra receipts by thc^sale of the additional output. Thus the 
employer will stop employing labour when the wage-rate is 
still below the marginal net product of labour. In other 
words, the wage-rate will be below the marginal net product 
of labour when there is imperfect competition in the labour 
market. And if competition in the sale of the product is 
. also imperfect, the marginal revenue will be below the price 
of the product, the wage-rate will be further below the 
marginal net produ(;t of labour. 

Price determination under oligopoly : There is one more 
situation which has peculiarities. So far we have examined 
the case of hums selling in perfect competition, of monopoly 
and of certain instances of imperfect competition. In this 
analysis we made the assumption that what one firm does 
about his price will not invol^^e any retaliatijpn by his com- 
jDetitors. Wh^re fehere is a large numl3er of sellers, this is a 
reasonable assumption. Any action by one of them will not 
materially affect the sales of dthers, and so will not force 
them to retaliate by changing their fjriccs. But the situation 
is different when there? are only a few firms. In such a 
condition what one firm does about his price is of decisive 
importance to others. If it lowers its price *to increase its 
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sales, its competitors may also retaliate by lowering their 
price so that this firm may not secure larger sales.^ This 
situation is known as oligopoly. j 

Oligopoly may be of two types, phre oligopoly, and 
differentiated oligopoly. When a few firms sell a homo¬ 
geneous product, but each has to frame its policy in part 
upon the expected behaviour of its rivals, the situation is 
known as pure oligopoly. When, however, few firms sell 
similar but not identical products under the same conditions, 
the situation is called differentiated oligopoly. 

In particular types of oligopoly, if one firm lowers its 
price, it may expect its rivals to lower their prices so that it 
may not be able to increase its sales. Therefore the demand 
for the product of the firm just below present prices is likely 
to be inelastic. On the other hand, when it raises its price, 
other firms may not do so ; for the latter naturally make 
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large profits at fhe expense of the first firm by sticking to the 
old price. So the first firm will probably face a sharp reduc¬ 
tion in sales when it raises it^; price. Therefore demand at 
prices above the present one is Jikely to be highly elastic. 
This fact is represented in fig. 36 ; and tliis type of demand 
curve is known as “kinked” demand curve. Unlike other 
demand curves, this one is not a continuous, .sloping curve, 

* This type of behaviour may occur when the number of sellers is also 
large. If there are many small firms and one or a few large firms, these 
firms may try to appease one another by restraining their competitive 
behaviour. Cf. Scitovsky —Welfare and competition, p. 385. 
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but has kink at p. Similarly, the marginal revenue curve, 
derived from this kinky demand curve, has a discontinuity 
at,q. • 

The oligopolist does not ordinarily have any definite 
demand curve for his output; the actual amount he will be 
able to sell depends upon the behaviour of his rivals. He is 
able to sell a definite amount at the current market price. At 
all other possible alternate prices, his share of the total market 
demand will depend upon the policy pursued by rival pro¬ 
ducers in reactiod to any changes made by him. The oligo¬ 
polist has, therefore, to conceive of a number of provisional 
demand curves drawn according to various assumptions about 
his rivals’ policies. 

The determination of price and output in an oligopoly 
is a complicated problem, depending upon the particular 
assumptions each seller makes about the behaviour of his 
rivals. Since there is a great variety of assumptions he may 
make, the theory of oligopoly consists of a large number of 
behaviour patterns and special cases. To discuss them in 
detail is not possible in a short compass. We shall, however, 
discuss one or two important cases. 

In the first place, let us take the case when the rival 
sellers, while pursuing independent price policies, ignore 
the reaction of their rivals. This is likely to lead to cut- 
• throat price competition and unstable markets for all sellers. 
Even if this happens, it will not endure "for a long time. 
O^e of the two things will then happen. Either all but the 
strongest seller would be driven out of the market, or the 
oligopolists would recognife their interdependence and come 
to an agreenfent on price and output. They may, for 
example, simply agree on a fairly satisfactory price and all 
adhere to it in order to avoid ^the dangers of another price 
competition. . • 

, Secondly, •thefe is the well-knowrk situation of a price 
leader. In markets containing'a number of small firms and 
one large producer, the former often accept the latter as a 

leader, and accept the price charged by the 
Jt ricc Icsicicrsliip. ^ • • j i 

leader, in an effort to maintain good rela¬ 
tions with him. The large firms can then tajee it granted 
. that its actions will be watched and followed by its 

15 
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competitors, and it will set its price accordingly. Thus firms 
act as though they form a collective monopoly, and the price 
will probably be set at a monopolistic l^vel. 

In differentiated oligopolies, the products sold by the 
rivals are not homogenous. In pure oligopoly, all rivals must 
sell at the same price. As all of them sell an identical pro¬ 
duct, the risks of retaliation are very large 
^oiigopofy^^ in case one of them cuts ‘nis price. But 
when products are differentiated, each 
seller has to some extent a special market" in which he can 
take independent action within a narrow range. The risk 
of retaliation by rivals is not so severe as the cut in price by 
one firm, unless it is substantial, may not materially reduce 
the market of the rivals. Retaliation may still be expected 
if the price-cut is substantial, and unless the cut is substan¬ 
tial, the oligopolist will not expect a considerable increase in 


his sales. Hence the position of a seller in differentiated 
oligopoly is in the main similar to that of a pure oligopolist. 



CHAPTER XX 


THE DETERMINATION OF VALUE : SUMMARY 

We are now in a position to summarise the principles 
which govern the \alue of commodities. In determining the 
value of a commodity, we must, first, pay attention to the 
nature of competition existing in the market for the sale of 
the commodity. The commodity may be sold by a large 
number of sellers in perfect competition with each other ; or 
it may be sold by one seller; or it may be sold by a few or 
a large number of sellers under conditions of imperfect com¬ 
petition. Next, we should pay attention to the period of 
time during which we watch the interaction of forces deter¬ 
mining the value of the commodity. From the point of view 
of time, our discussion has been divided into three periods,— 
very short period with fixed supply, short-period with elastic 
supply on the existing scale of production, and long period 
with changing scale of production. 

Value and perfect competition : Competition will be 
perfect in a market if three conditions are satisfied. First, 
there is a large number of sellers (and buyers), each selling 
' (or buying) a very small part of the total supply. As a conse¬ 
quence, none of them will be able to affect the price of the 
prsduct by selling (of buying) a little more or less of it. 

Secondly, products sgld by different sellers must be 
similar and ich^ntical in nature and quality, so that buyers 
are indifferent whether they buy from thin or that seller. 

Thirdly, buyers know the prices charged by different 
sellers, and always attempt to bdy at the lowest |)ossible price. 

, If competkion* is perfect, each selkr will, therefore, be 
able to sell additional quantities of the commodity at the 
■current marked price. This follows from the first condition. 
In other words, the demand curvei facing each seller is 
perfectly elastic. 

In the very short period when fehc supply^of a ctynmo- 
• •dity is fixed, the price, known as the market price, will be 
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governed mainly by the conditions of demand. Since the 
output has already been produced, the cost of production 


Market price. 


of the output will have practically .no 
influence on the determination of the 


market value. But unless the commodity is extremely perish¬ 
able, sellers can keep stock of it for future sale if they expect 
a rise in the price in the future. If they expect that the 
price is going to rise above the present ..market price, they 
may withhold a part of the supply. As a result, the present 
supply will decline and the market price will tend to rise. 
Thus the market price is also tied to the short-run normal 


price. 

If the period of time is such that existing firms in the 
industry is in a position to increase their 
normal production upto the maximum capacity of 
their plants, or to decrease it if necessary, 
the price that will prevail during such a period is known as 
the short-run normal price. The sellers can then produce 
and sell additional units of the commodity if they find that 
this will increase their profits. When a seller produces 
additional units of a commodity, he will have to incur addi¬ 
tional expenditure in buying raw materials, paying the wages 
of additional labour, etc. I’his additional cost of producing 
one more unit of the commodity is known as the marginal 
cost of production. Similarly, when the seller sells the addi¬ 
tional unit in the market, his total revenue (i.e., the total 
sale-proceeds) will increase by a certafin amount, depending 
upon the price at which the commodity is sold. The addi¬ 
tional revenue obtained by selling an extra unit in the 
market is known as the marginal revenue. ' So long as the 
additional expenditure incurred in producing the extra unit 
of the commodity is less th^n the additional sum of money 
obtained by the sale of that uni,t, the seller will increase his 
profits by producing and selling the extra ‘unit. In other 
words, so long as the marginal cost of production is less than 
the marginal revenue from the sale of the coipmodity, it will 
pay the seller to produce and sell. But as he proceeds to 
turn out more units of the .commodity, the marginal cost of 
production )vill rise until it becomes equal to the marginal 
revenue. The seller of the commodity will stop at this* 
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point when his profits will be the maximum. If he produces 
more units, the marginal cost of production will rise still 
further^ and will then be higher than the marginal revenue. 
Since the additional cost of one more unit is more than the 
additional revenue obtained by selling the units in the 
market, the seller will be undergoing losses on this unit. 
Thus the seller will produce an output whose marginal cost 
of production \ ill be equal to the marginal revenue. Under 
conditions of perfect competition, each seller is in a position 
to sell additional units of a commodity at the current market 
price. Therefore, the marginal revenue under perfect com¬ 
petition will be equal to the price. Each seller will then 
produce an output whose marginal cost of production is 
equal to the price. 

From the side of consumers, an individual will buy the 
commodity so l6ng as the marginal utility of the commodity 
is more than the price. But as he buys more and more units 
of the commodity, the marginal utility tends to decline until 
it becomes equal to the price. Thus each buyer will buy that 
amount of the commodity whose marginal utility is equal 
to the price. 

Under conditions of perfect competition, the price of a 


Price will be 
equal to both the 
marginal cost and 
marginal utility. 


commodity will, therefore, tend to be e^ual 
to the marginal cost of production on one 
side and to the marginal utility on the 
other side. Wc can dtitermine the cost 


curve of the total ouj:put on the basis of the marginal cost 
curves of all sellers, and the damand curve for the total 
supply may also be found*out by adding together individual 
demand schedules. Price will settle at the point at which 
the demand curve for the total output iMtersects the total 
cost curve for the* industry. 

If we take a sufficiently lohg period of tiijie either more 
firms may entqr that industry, or some of them may drop out 
of production, and each of those firms may be in a position 
to change their scale of produttion by installing more or 
less machines or plants. This is the case of long-run normal 
value. During the long’period, if trfe demand for the com¬ 
modity is very high and existing /irms are earning large 
profits, they may extend their production by iAstalling more 
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machines or by increasing the scale of their operations. Or, 
many new firms may enter that industry. If the demand is 
low, and profits are small or absent, many firms may give up 
their business and go to other lines which yield better pros¬ 
pect of profits, or firms may shut down some of their plants, 
and produce on a lower scale than before. 

How will value be determined in the long period? Here 
we shall have to take account of the long^period demand 

curve for the industry and the long-period 
normal niarginal cost and average cost curves of 
the different firms. In the short-period, 
each seller will produce upto the point at which his marginal 
cost is e(]^ual to the price. Now this price may or may not 
be equal to the average total cost of production. If the 
price, though equal to the marginal cost, is higher than the 
average total cost, the seller is earning large profits in the 
aggregate, since the average total costs include the normal 
earnings of management. laired by the existence of such 
large profits, either more firms will enter that industry or 
the existing firms will extend their scale of production, or 
both the two factors will be simultaneously in operation. As 
a result, the total supply of the commodity will increase, and 
given the same demand, price will tend to come down until 
it is equal to the average total cost. Conversely, if the price 
is lower than the average total costs, the firm is not earning 
normal profits. $o it will tend to cut output by shutting 
down some of the plants, and some of the firms, especially 
those in a weak financial position, may drop out of business. 
As a result, supply will fall off, an^ the price will rise to the 
level of the average total cost. Thus in the leng run, price 
of a commodity will be equal to both the marginal cost and 
the average total cost of production of a firm. The marginal 
cost curve cuts the average to\.al cost curve at a point where 
the average total cost is the minirhum. Thus ^ach firm will, 
therefore, produce at the lowest cost, and will be of the optf- 
mum size, consistent with its own resources and organising 
capacity. 

Value in the absence of perfebt competition : Instead 
of many sellers, a commodity may be sold by one firm, which 
has nof to facd' the competition of substitutes. The situation 
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is known as monopoly. Since the commodity has no substi¬ 
tutes, its demand cannot be perfectly elastic. In other words, 
the de\nand curve facing the monopolist will not be a hdri- 
zo’ntal straight liife as in perfect competition, but a line 
sloping downwards on the right. 

Like the seller under perfect competition, the mono¬ 
polist will also try to maximise his profits, and this will be 

possible only when his marginal cost of pro- 
Monopo y va ue. jg equal to the marginal revenue. 

The principle datermining value under monopoly is, there¬ 
fore, the same as in perfect competition. There is, however, 
a difference. In perfect competition, marginal revenue is 
equal to the price. But since the monopolist is the only 
seller, he will not be able to sell additional units at the same 
price as before. As he proceeded to sell additional units, 
the price will fall, and so the marginal revenue will be less 
than the price. Hence under monopoly, price will not be 
equal to the marginal cost of production (which is equal to 
the marginal revenue), but will be higher than that, and the 
output produced by him will be lower than that of the 
competitive sellers. 

Similarly, under conditions of imperfect competition, a 
producer will not be able to sell additional units at the same 
price as before. So the marginal revenue will be less*than 

the price. Each producer will produce 
point where thje marginal cost of 
production is equal to the marginal 
revenue, and the price, being higher than the marginal 
revenue, will also be lygher than the marginal cost of 
production. • 
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SPECULATION 


What is speculation? Speculation comprises those acti¬ 
vities which are based on an intelligent 4tinticipation of 
coming events. It means the purshase or sUle of a commodity 
with a view to earning profits from future changes in prices. 
When a speculator anticipates a rise of prices in the future, 
he buys with a view to selling afterwards at a profit. Similarly, 
when he foresees a fall of prices, he will at once sell with a 
view to buying in the future at lower prices. He thus anti¬ 
cipates all changes in prices, and hopes to profit by them. It 
is, however, not his business to hold the goods permanently, 
or to manufacture them. He will perhaps never touch the 
goods. He is a dealer, not in goods,but in risks. 

Modern productive organization is inherently risky. In 
primitive communities, there were practically no risks. Each 

man produced for himself and consumed 
what he produced. But with the progress 
of society, production has become more 
and more round-about, and has to be 
carried on in anticipation of demand. The 
risks of business Jtiave greatly increased. Long before the 
final output can be placed on the market the demand may 
change for the worse ; or there may be such a change in the 
supply of the commodity as will, falsify his anticipations. 
At every step, therefore, in the productive process, great 
risks have to be1b,orne. Speculation concentrates these risks 
and causes them to be borne by those best able to bear them. 
In this way, speculation tendfers very useful services to the 
society. ' ' . ^ 

Speculation is different from gambling. Gamblers are 
persons who^try to make a profit by assuming unnecessary 

risks. Often they themselve’s deliberately 
gambling Create ^ the risks which they bear. For 

example, it is, of course, uncertain whether 
England or A'ustralia will win the “test”. There is uncer- 


SpeculaLion con¬ 
centrates the risks 
of business on 
shoubicrs best able 
to bear them. 
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tainty, but none need bear it. The assumption of such risks is 
entirely unnecessary for carrying on productive activities. 
But gtimblers will often gamble on the results of test 
matches. They offen bet on the fact whether there have been 
two inches or three inches of rain on a particular day. There 
is practically no risk here; it is only created by the gambler 
to gain or lose money. A speculator, on the other hand, 
assumes necesic^ry and natural risks. For example, the price 
of jute may rise or fall six months hence. There is a risk 
which must be assumed by somebody if production is to 
run a smooth course. Lastly, the gambler does not in any 
way contribute to production. Speculation, on the other 
hand, performs a very necessary economic function. 

Conditions favourable to the grovrth of a speculative 
market ; Speculators deal either in commodities, or in 
securities. Anything whose future is uncertain may become 
the object of speculative activities. But there are certain 
special circumstances, which favour the growth of a specula¬ 
tive market. First, the commodity must be a staple product 
with a large and regular demand. Secondly, it can be 
standardised i.e., suitably graded according to quality. 
Thirdly, it must be properly cognisable, i.e., capable of 
ready definition and measurement. Many commodities 
satisfy these tests. The stocks and securities, in particular, 
exhibit these characteristics in a pre-eminent degree. And 
this explains the almost universal organization of stock 
exchanges. There ^e also other special reasons why some 
commodities become the object of speculative activities. 
Fourthly, when the supply of a commodity is very uncertain, 
and beyond human control; and also 'when the supply comes 
into the market, not regularly throughout the year, but irre¬ 
gularly during a "particular season, it is apt to show great 
price-fluctuations. Lastly, thb demand for, these commo¬ 
dities, on the dOther hand, may be mo§tly regular and conti¬ 
nuous. Thefimportant raw materials of industry, like cotton, 
wool, etc., and food-stuffs like \^heat, are examples in point. 
Their supply* is beyond human control. Man may sow or 
plant as many acres as Tie likes, bu\; the actual amount of 
crops will be determined by the weather conditions. Not 
only that, but the whole supply of such commodities is placed 
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on the market immediately after harvest, while the demand 
for them is, more or less, regular and continuous. Hence 
their prices are likely to fluctuate extremely. A short wheat 
crop may drive its price to undreamt-o^ heights; while a 
bumper crop may cause the price to fall very much. In order 
to lessen the risks of such price-fluctuations, various produce 
exchanges have been organised. 

Organization of speculative markets : A $tock exchange 
is a place where shares and securities are bought and sold. 

Shares satisfy all the conditions required 

stod?Schanges. ^ perfect market. They arc easily cognis¬ 

able, and one share is exactly like another. 
A stock exchange consists of jobbers and brokers. The job¬ 
bers are real speculators in stocks, and they are always ready 
to quote a buying or a selling price. Brokers come into 
contact with the public who want to sell or purchase shares 
and furnish them with quotations of selling and purchasing 
prices from jobbers. They are really middlemen who earn 
commissions ; the real speculators are thp jobbers. The chief 
transactions on the exchanges may be shortly described as 
follows: 

If the speculator thinks that the price of a commodity is 
high, and is going to fall, he will “sell short” i.e., he will 
contract to deliver at a future time such goods as are not yet 
in his possession. He may make profits out of this transac¬ 
tion in two ways. ' Either he will purchase the goods he had 
contracted to deliver on that future date at the lower price, 
or he will make a “covering” contract or a ‘hedging’ contract 
just now; that is, he will arrange with some other dealer to 
purchase at the*same time the goods at a soAiewhat lower 
price than that at ‘which he has contracted to supply. In the 
opposite situation, that is^ when the price "is low in the esti¬ 
mation of the ^speculator, but he thinks it will rise in the 
near future, he will ‘biry long’, i.e., he will purchase a largeif 
quantity of goods than at present required ahd when the 
goods are delivered, he will sell at a profit. He will achieve 
the same result if he makes a ‘realizing’ or ‘liquidating’ sale 
of the goods at a higher price to b*e delivered at the same 
time. The sj^eculators .who contract for ‘selling short’ are 
known as "bears* because by their very operations they help 
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to pull down the price; and the speculators who contract 
for ‘buying long’ are described as ‘bulls*, because by their 
speculation they pull up the prices. 

Wflten a subsfential period of time intervenes between 
a present contract and the future delivery, the transaction is 

known as a ‘future’. Dealings in futures 
Organization of seldom lead to ail actual delivery of the 
produce SSangS! produce. What really happens is that by 

bringing together those who actually wish 
to receive and those who wish actually to deliver the produce, 
the transaction is completed. Thus we find two classes of 
buyers in futures. First, come those manufacturers who buy 
to meet their future needs for particular grades of an article. 
When the time comes for the fulfilment of the contract, 
they buy the grade which they require and sell the grade 
which they acquired through the future contract. The loss 
in one transaction, if any, is offset by gains in the other. 
What remains to them is not speculative profit, but the 
profits of manufacture. The other group of buyers consist 
of those who do not*want the produce to which the futures 
refer, but are trying to make a profit out of buying at a low 
price and selling at higher prices. They pocket the difference 
in prices and make speculative profits. 

Economic functions of speculation : The essential 
services that speculation renders to the economic organiza¬ 
tion are the assumption, and to some extent, the reduction 
of risks, and the lessening of price fluctuations. One of the 
essential characteristics of the modern productive organiza¬ 
tion is that it is carried,on long before in anticipation of 
demand. By.the time cotton crops are sown and harvested, 
cotton yarns spun and piece-goods woven^ the demand may 
fall or change in such a way as to spell disaster. The manu¬ 
facturer, who has bought hiS raw materials, and who is 
expecting a handsome profit, might see his profit turned into 
loss on account of a fall in the price of raw materials. All 
types of productive activity, therefore, involve the bearing 
of much risk'and uncertainty. It is the special function of 
speculators to assume thfcse risks, anfl thus to relieve manu¬ 
facturers of a great amount of uncertainty-bearing. The 
manufacturer who has bought a wheat futifre may safely 
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concentrate his energies on producing flour. Though the 
price of wheat may fall by the time he has turned out the 
finished product, his loss on this account will be m^de up 
by his corresponding gains from the futures. Moreover, 
when a great uncertainty prevails, productive activity is 
curtailed. The speculator, by assuming the uncertainties of 
the economic organization, helps to increase production. 

The fundamental effect of speculation is to promote the 
establishment of equilibrium between supply and demand. 

When speculators anticipate a shortage of 
true equilibrium of supply in the future, and hence a rise in 
demand and prices, they buy at once. Prices rise at 

once as a result of their buying. Higher 
prices check consumption. Present consumption is curtailed, 
and some supply is withheld from the present market. As 
this amount is added afterwards to the future supply, the 
rise in prices will be less in consequence. Similarly, when 
a speculator expects the price to fall, he will sell at once. 
Present prices fall, and consumption is stimulated, so that 
afterwards, the fall in price will not be severe. In this way, 
speculation prevents sudden fluctuations of prices, and 
smooths the course of price movements. The passing and 
fitful events are not allowed to exercise an undue influence 
on price ; and value is determined by the fundamental long- 
period causes. In this way it also helps to secure the proper 
adjustment of dereand and supply. The daily market price 
tends to conform to the seasonal market price and the 
seasonal supply price becomes such as to dispose of the whole 
seasonal supply. As speculation lessens price fluctuations, it 
promotes the smooth course of exchange and consumption. 
Consumers get their commodities at a steady price; hence 
consumption becomes steadier. 

Besides freping businessmen from the assumption of risks 
as regards price movements, speculation helps production in 
another way. Any future demand for an ^article is foreseen 
by the speculator and he begins to buy it at once. This 
raises its prices and serves as a guide to producers who then 
begin to manufacture more of it. I’he speculator who buys 
cheap and sells dear in;iproves the allocation of resources 
between different products. 
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Similarly, investment of capital in commerce and secu¬ 
rities is guided by speculation. Stock-exchange speculation 
, ^ promotes investment. Speculators subject 

Stock' exchanges all undertakings to expert investigations 
mcnt. which are quite impossible for the small 

investor. A steady price on the stock- 
exchange implies a safe and sound condition of a concern. 
Whenever any industry becomes profitable, speculators will 
long before anticipate that and offer high prices for the stocks 
of such an induStry. Thus the price list of securities serves 
as a responsible guide for investors under ordinary conditions. 

Dealings in produce exchanges confer important benefits 
upon actual producers of an article. Suppose, for example, an 

Indian miller has ordered a certain quan- 

ducriKhaSges?”l* ^^*^7 wheat from Canada at the price 

quoted in the wheat market. He at once 
sells in the home market an exact quantity of wheat to be 
delivered at the time when he expects his wheat to reach him. 
If the price of wheat falls in the meantime, the miller has 
then got to sell flour made of dear wheat at a lowdi^rice. He 
undergoes loss on the sale of such flour. But wli^ the time 
comes for delivering the wheat future, he buys the cheap 
wheat in the market and delivers it to the merchant, with 
whom he made contracts at the higher rate. Thus the 
previous loss is offset by the gain on the future transaction. 

Perfect speculation tends to destroy* itself. If specula- 
tprs are perfectly wise, they will make a correct forecast of 
the changes of prices. And as a result of their action, these 
price fluctuations will be*climinated altogether. So in the end 
prices would* cease to fluctuate. When prices do not change 
there would be no necessity for speculatfon. 

Illegitimate speculation : ^ All these benefits arising 
from speculation presuppose expert knowledge and honest 
.dealings. Biit thhre are outsiders and manipulative specula¬ 
tors. Once*a commodity is standardized, anybody can deal 
in it. The public, lured by the profits of the speculators, 
begin to dabble in the speculative market. They are losers 
as a class as they do not possess the* knowledge and shrewd¬ 
ness of the expert speculator. Another class^of illegitimate 
speculators is^ the manipulative or aggressive speculators. 
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They create a false opinion as to the general conditions of 
demand and supply. A clique, for example, will lead the 
market to believe that they are working for a fall and will 
make a great sho^v of selling their goods, while they are 
really buying quietly by indirect means much larger amounts 
than they are selling. Ultimately they may control the whole 
or most of the supply of a commodity and c^n then dictate 
monopoly prices. Such speculations are iqstances of corners. 
Instances of successful corners are, however, very rare. 

r 

If there is a dabbling by outsiders fluctuations in prices 
may become more violent. They are prompted by latest 
rumours and become panic-stricken on the slightest cause of 
fear ; they sell their commodities and securities when expert 
speculators would hold them; they buy commodities and 
stocks when expert speculators would sell them. By their 
very operations the price fluctuations become more violent 
than before. 

Regulation of speculation : The evils of illegitimate 
speculatiML set forth in the previous section have prompted 
the discilpjon of the question of the regulation of specula¬ 
tion. On"^ the necessity of such regulation, authorities in 
every country are unanimous. But the remedies suggested 
are inadequate. One remedy against speculative gambling is 
legislation. But there are loop-holes in all legislation and 
the ingenuity of ihe lawyers is there to help speculators. 
Already laws in many countries make void any transactions 
which are sales in form merely. Most gambling often takes 
place in connection with future .delivery. If dealings in 
futures are prohibited this kind of gambling may be checked ; 
but the advantages of dealing in futures are too important 
to be highly brushed away. So “the most effective remedy,” 
says Taussig, “would be a better moral standard for all 
industry and an arousal of public opinion agg^inst all kinds 
of gambling.” ' ^ 

The evils of stock exchange speculation cap be remedied 
through a revision and better enforcement of the rules made 
by the exchanges for th^mselv.es. If the industries can lessen 
price fluctuations through greater regularity of production, 
there will be less sepculation. Public opinion can taboo the 
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outside speculators. All these are indirect remedies and take 
a long time to materialise. , 

, Lerner^ has suggested that the evils of aggressive specu¬ 
lation ^n be best tackled by what he calls ‘counterspecula¬ 
tion’. The government should set up an agency which should 
make an estimate of proper prices, and use its resources to 
peg actual prices to these levels. 


t 


* The Economics of Control, pp. 96-7. 
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OLDER THEORIES OF VALUE 

Labour theory of value : The labour theory of value is 
perhaps the oldest theory of value. Its chief exponents have 
been Adam Smith, Ricardo and Karl Marx. In this section, 
we shall be treating of the theory of the first two economists 
while the next section will be devoted to an examination of 
the Marxian theory of value. 

Briefly the theory states that the value of a commodity 
in the long run is determined by the amount of labour 
embodied in it. Smith and Ricardo did not deny that a 
thing must possess value-in-usc %.e., utility. "But utility was 
not the cause of value. Relative values differed, not with 
relative utilities, but with relative amounts of labour that 
each embodied. And Adam Smith clinched the issue by 
pointing out the paradox that things with greatest value-in¬ 
use, {e.g.y water) had often the least value-in-exchange. It 
should be noted here that Smith was not a rigid upholder of 
this,theory. In his opinion such a theory was only true in 
primitive times. But even then he afimitted that highly 
‘esteemed’ labour would command a higher value. But in 
modern times after ‘stock’ and land had been appropriated 
such a theory was non-applicable. In its place, he substi¬ 
tuted a form of cost of production theory. Ricardo, however, 
believed that even in modern times, value was determined 
by the relative amourfts of labour. " 

The theory Is unsatisfactory on many grounds. 'First, 
what is exactly meant by ‘labour’ ? LaboUr may be of many 
grades, of many kinds—manual, mental, skilled, and un¬ 
skilled. How can we compare skilled with umkilled labour? 
If the different kinds of labour cannot be reduced to a 
common measures, how can we compare relative amounts of 
labour and determine their relative value? Moreover, the 
amounts of labour vaiy with the efficiency, and intensity of 
work. How are we to find a common measure between 
them? Secondly, suppose two things, a pair of shoes and a 
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piece of cloth are sold at the same price, are we to say that 

they embodied equal amounts of labour? Certainly npt. 

TIfirdh, what about the misdirected labour? Labour devoted 

to the production of things that cannot be sold. The labour 

of cutting , a suit, which, when finished does not fit, has 

nothing to' do with its value; in fact, its value is nil. 

Fourthly, acca'ding to the theory, once labour produces a 

commodity, its valjie cannot change, being fixed already by 

the amounts of labour used up. But in fact, values arc 

constantly changihg. Hence labour cannot be the cause of 

value. Lastly, the theory fails to explain the value of things, 

which are non-reproducible, like great works of art, etc. 

The truth is that labour is only one of the elements, which 

affect the supply, and therefore the value of a commodity. 

Other things being equal, a thing which required more 

labour to produce may be higher in price than the thing 

which required less labour. That is all. But in real life, 

other things arc never equal, and it is better that the theory 

should be finally discarded. 

• 

Marxian theory of value : Karl Marx was the founder 
of the modern socialist movement, and he used the labour 
theory of value to assail the capitalist system. He studied 
at the British Museum, and so was particularly influeifced 
by the British economists, especially by Ricardo. 


According to him, "the value of a commodity is deter¬ 
mined by the quantity of labour expended during its pro- 

. duction.” He did not exactly deny that 

mined by the f^e thin^ ihust also possess utility, but he 

amount of ‘socially met the situation by* citing Adam Smith's 
necessary labour’. , » ^ , /• ^ , 

' paradox about the disparity between value- 

in-use and value-iif-exchange. Value, according to him, was 

determined not only by labour, but belonged wholly to 

labour. But a parfof the value was always confiscated by the 

capitalist as iiTterest, rent, profit, etc. Hence Marx's furious 

denunciation of the capitalist system. While the purpose 

for which he used his theory does not concern us, yet it 

may be pointed out that h*e completely! ignored the important 

contributions to value made by the labour of organisers and 

inventors. 


16 
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His theory too suffers from all the defects of the labour 
thpory. Is there a common measure among the different 
kinds of labour which we can use as a standard of valu^e? 
After considering the claims of “labour time”, of ‘imskilled 
simple labour,’ he finally selected ‘simple abstract, human 
labour’, or ‘socially necessary labour’ as his standard. But 
that does not carry us anywhere. What is so/fially necessary 
labour? To determine it, we must go to the market and 
see how much of other commodities can be exchanged for 
it. But that is to admit the influence of utility. Can we say 
that because a weaver is paid twice as much as a coal miner, 
the latter’s labour, as regards social necessity, is in the ratio 
of 1 to 2 with the former? The term, ‘socially necessary’, 
thus begs the whole question. Marx, however, boldly faced 
the problem of misdirected labour. Such labour, he declared, 
would get no value at all; a perfectly justifiable statement, 
but one the justness of ^ich he would find it extremely 
difficult to convince the workman on the pay day. These 
difficulties have thus led to the shelving of the theory even 
by the socialists. 

Cost of production theory : The theory states that value 
is determined by the cost of producing the thing. It is 
different from the labour theory in that it reckons other 
elements, besides labour, in the cost of producing a thing; 
e.g., interest and ordinary profit. In course of time, the 
labour theory of" value was found to be inadequate. In 
trying to recast the theory. Senior added to the labour-cost 
the remuneration for another factor of production, which 
he called ‘abstinence’. Mill later added ‘risk’ as a cost 
element, and'^at his *hands, the cost of production theory 
reached its full development. 

Value, according to Mill, was determined in the long 
run, by the cost of production, which included the wages of 
labour, the interest .on capital and the* ordinary profit of 
entrepreneurs. Market value oscillated above and below this 
figure. If, at any time, the price rose above cost of producing 
one unit, there would be a tendency towards increased pro¬ 
duction, increased supfply, and finally falling price, until it 
woulfj again become equal to the cost of production. Con¬ 
versely, if the price fell below this figure, less would be 
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produced, and the price would again rise. This competition 
would always keep the price equal to the cost of production 
iy the long run. ^Rent, of course, was not a part of cost, 
since n'was considered to be a differential surplus. 

This theory is also inadequate to explain value. First, 
it ignores the important influence of utility. Cost of pro- 
\ Auction, by itself, cannot give rise to value ; 
influcn^"orutiiity^ there iiiust be utility before there can be 

value. If a man incurred heavy cost in 
producing a thidg which was not wanted, he would not be 
entitled to get any remuneration. “A country in which the 
cost of production invariably fixed the value of a thing would 
be a businessman’s paradise, because he would never be 
punished for his mistakes ; we ignore half of our problem 
if we take utility for granted”.^ Secondly, the theory fails 
to explain the value of non-reproducible things. Thirdly, 
cost of production of a thing, once jjroduced, will remain 
fixed and unchangeable. But values fluctuate constantly. 
Values may rise or Jfall, irrespective of changes in the cost 
of production. Hence the theory does not furnish a satis¬ 
factory explanation of value. Fourthly, the theory fails to 
■explain the value of joint products, like wool and mutton, 
where the separate cost of production cannot be determined 

accurately. Fifthly, the expression, ‘cost of 
r^ncWy*vaiur*^^ production’ which equals value may be only 

the prime costs. Lrt.s^/y,•cost of production 
is^ itself dependent on value. The higher the price, the 
greater the supply ; the greater the supply, the higher or 
lower will be the cost pcr*unit. Cost, value, and demand are 
mutually related. Hence it is wrong’ to say that cost of pro¬ 
duction determines value. 

Utility theory : The theory states that value is deter¬ 
mined by the utility of a commodity. Things which possess 
igreater utility will command a higher* value in exchange for 
the things wnich -possess lower utility. A refinement of this 
theory is the, marginal utility theory. Value, according to 
this view, is determined^ not by utility, but by the marginal 
utility; i.e., the utility of that un id which the consumer is 


* Clay. Econ^jmics for the General Reader, p. 268 . 
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just induced to buy. Jevons in England was a great exponent 
of the theory. 

Mere utility cannot give rise to value. There must also 
be some limitation in supply. Otherwise, in spite af'useful¬ 
ness, nobody would pay anythin^ for that 
Utility is also commodity. Similarly, things wnich possess 

greatest utility, i.e., u|^&fulness, like 
water, possess in many,cases the lowest 
value. The marginal utility theory does not, of course, suffer 
from these defects. The mistakes of thesfe theories lay in 
the fact that they made utility, or marginal utility the cause 
of value. But marginal utility does not determine value. It 
is also determined by value. The greater the supply, the less 
the marginal utility. But the supply of a commodity depends 
on its price. The truth is that neither value, nor supply, nor 
demand can be called the cause of the others. Each 
influences the others, and is, in its turn, influenced by them. 

The theory is right in so far as it bases value on human 
wants. The concept of marginal utility, has also provided as 
important tool in economic theory, in that it skilfully blends 
two important influences on value,—utility and scarcity. But 
the theory is wrong in so far as it says that marginal utility 
governs value. It does not. Value only measures marginal 
utility. That is all. 



CHAPTER XXIII 


Piiic’NG OF THE FACTORS OF PRODUCTION 


So far we have studied the way in which the value of 
commodities is settled under the influence of demand and 
supply. We shail now examine the principles which govern 
the determination of the prices of the services of the factors 
of production. This is usually known as the theory of dis¬ 
tribution in which economists have studied the division of 
the national income of the country among the various factors 
of production. There are as many shares as there are factors 
of production.* The share of land is called ‘rent’; that of 
labour, ‘wages’; that of capital ‘interest’ and that of enter¬ 
prise as ‘profit’. Thus in this and the subsequent few chapters 
we shall discuss thq way in which the national income of 
the country, produced by the various factors of production, 
is distributed among the co-operating factors. It should be 
noted that the theory of distribution does not deal with the 
problem of personal distribution, i.e., how the inconje of 
each individual is determined. It deals with functional 
distribution, i.e., how the income of each factor is determined. 

The value of a factor of production is determined, like 
the value of any cofnmodity, by the conditions of demand 
and supply. The question for further analysis is, what deter¬ 
mines the demand and supply of faetprs of production? We 
propose first to study the demand of a firm for a particular 
factor of production. 

The demand of a firm : marginal prqductivity : To 

what extent will*a firm want to engage the services of a 
particular fattor of productioh? In the theory of value for 
consumer goods, we have seen that a consumer will demand 
a commodity upto the point at which its marginal utility is 
equal to its price. Similarly,,a firi|i will go on employing 
more and more units of a factor until its marginal product 
is equal to its price. 
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Just as the marginal utility of a commodity to an indivi¬ 
dual! is the utility of that unit which he is just induced to 

buy at the current price, so the marginal 
How marginal productivity of a factor is the valifc- of the 
deSrmin^y ** product of that unit of the fao/or which 

the employer finds it just wortJi employing 
at its existing price. It is equal to the value o^he additional 
product which an entrepreneur obtains wfjen he employs an 
additional unit of that factor, the supply of all other factors 
remaining constant. The marginal net prbduct is thus the 
addition to, or the subtraction from the value of the total 
output of a firm when a very small unit is added to, or with¬ 
drawn from the supply of a factor, provided that the organiza¬ 
tion of the firm is properly adjusted to the changed supply 
i.e., it is organized in the most economical manner when the 
supply of a factor is (say) 100 units, and also when the supply 
is 99 units or 101 units. In this way, by adding one unit to, 
or taking it from, the total supply of that factor, while 
keeping the supply of other factors constant, we can deter¬ 
mine the marginal net product of each factor. And as in 
theory at least, all units of a factor are interchangeable, the 
productivity of this additional unit settles the prevailing rate 
that .is paid to all other units of that factor. 

Just as the concept of marginal utility follows from the 
law of diminishing utility, so the concept of marginal pro¬ 
ductivity follows from the law of diminishing returns as 
applied to the organization of a business. As more and mo/e 
units of a factor are applied to a business, supplies of 
other co-operating factors remaining constant, output may 
increase for the time b'eing more than proportionately. But 
soon a point will be reached when the addition of a further 
unit of that factor will increase the outpuf less than propor¬ 
tionately. If ive go on adding piore and more men to a 
factory, a time will come when the addition‘of more meri 
will not increase the product proportionately.* As an em¬ 
ployer adds more and more units of a factor tQ his business, 
the additional product due to that factor goes on diminishing. 
A time will come when | he productivity of an additional unit 
just balances the price that he has to pay for it. This unit 
is the marginal unit of that factor, and the value of its pro- 
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ductivity settles the remuneration of all units of that factor. 
He will not employ any further unit, for the value of the 
prod^j^t of this unit will be less than the price that he has to 
pay foMts service?. 

In a freely competitive market, where many firms are 
producing, yc can assume that the influence of a particular 

firm on the prices either of the product, or 
° factors of production will be so small 

as to be negligible. The particular em¬ 
ployer must accept the market price for this product. So 
also the price that he will have to pay for any unit of the 
factors is fixed for him by the rate that the factors might 
have earned when employed by another entrepreneur, or in 
another industry. With the prices of factors thus given, the 
employer will always try to combine various factors in such 
a way that his costs of production are the minimum possible. 
He will continuously vary the quantities of the factors that 
he uses, until the price that he has to pay for each unit of 
them will just be eqqal to their marginal net products to him. 
If he thinks that by employing more labourers, he can obtain 
an output that is greater than their wages, he will employ 
the labourers. He will employ additional capital if he thinks 
that the addition to the total product will be more thaij the 
expenditure on account of interest. Similarly, he will use 
more of labour, and less of capital and land, or more of 
capital and less of land and labour, or more of land and less 
of labour and capital, if he thinks that thereby he will mini¬ 
mise his costs. Thus he is constantly giving effect to the 
principle of substitution.* He is substituting and combining- 
land, labour ?ind capital in such a Way that the increase of 
the product due to the employment of tire additional units 
of any factor wil? be just equal to the price that he has to 
pay for them. If the net product of any factor is less, or 
jmore than th« prree, he will be under, an inducement either 
to contract dr to .expand the’use of that factor. Hence in 
order that equilibrium may exik in the size and the methods 
of production of a firm, the necessary condition is that the 
value of each factor of produetjon wjll be equal to its margi¬ 
nal net product. The share of each factor will, therefore, in 
equilibrium, be determined by its marginal productivity. 
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This is, in short, the theory of marginal productivity. As 
we have seen, it rests upon the following assumptions. First, 

it assumes that all units of a factgy are 
the homogeneous, so that wfe can subsjj^ute the 

various units indiscriminately. 
the different factors, though co-operating with e^h other in 
the production of a commodity, can yet be ^bstituted for 
each other in the sense that at the margin, we can use either 
more land and labour, or more labour and less land and 
capital. Hence, thirdly, it presupposes the possibility of a 
continuous variation of the use of the factors. Lastly, it is 
based on the law of diminishing returns as applied to the 
organization of a business. 

The theory can be applied to explain rent, interest, 
wages and profits. If an entrepreneur cultivates more and 

more plots of land with a fixed amount of 
applied to^evplafn labour and capital, the total produce will 
rent, interest, increase at a diminishing rate. The rent 
wages and profits. ^ fixed plot of land,, assuming all plots to 

be ecjually fertile will tend to equal the marginal producti¬ 
vity of that plot. The marginal net product of capital is 
what the whole industry produces when one unit is added, 
minus what it can produce when that unit is taken away, 
provided in both cases, the supply of other factors remains 
constant, and provided the industry is organised in both cases 
in the most appropriate way. The interest on capital will 
tend to equal this net product. Wages \vill tend to equal the 
extra product that will result from the employment of an 
additional labourer, other things remaining the same. Lastly, 
profits, or the shafes of an entrepreneur are the amount which 
the community is able to produce with his help over and 
above what it could produce without his* help. 

The theory has been subjected to a great deal of criti¬ 
cism. A most common criticism is that advanced by Taussig^ 
, and also by ‘Davenport and Adriance. In 
product, but no their opinion, every product is a joint 
separate product of product, and cannot be separately ascribed 
any actor. eitl[er capital or labour, or land. It is 

impossible to isolate arid measure the ‘specific’ product of 
each of the factors. As Carver puts it, “you cannot un- 
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scramble the eggs.” The product is an inextricable mixture 
of different factors. But this misconceives the use of jhe 
marginal productivity theory. When we say that the margi¬ 
nal neN^roduct of*a factor is this, we do not mean thereby 
that this 1 “t product is due solely to that factor. We merely 
impute that nroduct to that factor. There is no other way, 
except this, oi measuring the services of factors used jointly 
in production. It^is merely a case of joint demand, and the 
same situation also appears in the case of consumer’s goods 
like butter and bread. There is no more special difficulty 
about separating the productivity of labour, or capital on the 
ground that it is always associated with other factors, than 
there is about determining the utility of butter, because it 
is always demanded with other goods. 

Secondly, another criticism of the theory has been stated 
by Wicser, and’ the same attack has been made by Hobson. 
The marginal net product cannot afford a good measure of 
the services of a factor, because when one unit is withdrawn 
from production, th^t would so disorganise the whole busi¬ 
ness that productivity of other agents will be considerably 
diminished. Hence the amount by which the total output 
will diminish when the marginal unit is withdrawn will be 
much larger than what can be imputed to that unit aipne. 
Hence follows the paradox that the sum of marginal net pro¬ 
ducts of all factors, as determined separately according to 
the theory, will be greater than the actual <otal product,—an 
obvious absurdity. The error in this line of reasoning lies in 
fixing attention upon a small business organization and large 
units of factors. But generally the actual size of the business 
is so large, anti the ordinary units of the factors are so small 
that the withdrawal of one unit of a factor "will not affect the 
productivity of other factors ^preciably. Theoretically of 
course, the units must be infinitesimally small,But the error, 
gr the difficulty resulting from this belpngs to what Marshall 
calls, “the sebond. order of the smalls”, and hence may be 
neglected. 

Thirdly, the opposite criticism is that answered by 
Wicksteed. The sum ot the piargijial net products of all 
factors will be less than the total product, thus leaving a 
surplus. Wicksteed disproves this criticism by assuming that 
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the proportionate increase of all the factors will increase the 
quantity of the product in the same proportion. That is, he 
assumes constant returns; but this assumption is not^Iways 
valid, and introduces certain difficulties.' 

Fourthly, another serious difficulty with rej|i6rd to the 
measurement of the marginal net product is the margi¬ 
nal productivity of a unit of a factor to a part/tular firm will 
be considerably less than that to the industry as a whole 
when there are economies of large-scale production. For, a 
greater division of labour proceeds as an ‘additional unit is 
made available to the industry. When the increase has 
worked its full effect, that is, when the whole organization of 
the industry has been adjusted to the new supply, it is quite 
possible that the marginal productivity of a factor to indivi¬ 
dual firms is less than that to the industry as a whole. Thus 
so far as production takes place under increasing returns, 
the determination of the marginal net product is surrounded 
by a margin of doubt.^ 

Fifthly, Hobson denies the possibility of variations in the 
use of the factors. According to him, actual technical condi¬ 
tions of a business, and the existence of fixed capital, like 
machinery, etc., dictate the proportions in which factors arc 
to be used. There arc many machines which will require 
the services of only one labourer. 'Fhe employment of two 
labouiers will be useless under such circumstances. The 
combination of efifferent factors is thus pre-determined by 
the technique of the business, just as Che proportions of the 
ingredients for a cake are rigidly fixed by the recipe. Hence 
unless we can vj^ry the use of a factor, we cannot determine 
its net product. But in general, there is an infinite possi¬ 
bility of varying the proportions in whi(^h different factors 
can be combined. Progress ip business organization is really 
possible only because such variations are possible. Moreover, 
if wc take a long period, the existence of fixeh^ capital intro¬ 
duces no serious difficulty regarding the possibility of varia¬ 
tion in the use of factors. For in the long pe^riod, there are 
no supplementary costs, and the machines have to be either 

- ( 

‘ Joan Robiqson. Ecoiwihics of Imperfect Competition, p. 327. Also 
Pigou. Economics of Welfare. Hicks. The Theory of Wages. Appendix. 
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renewed, or replaced by other factors. Hence it is not 
appropriate to deny the possibilities of variation. ^ 

a serious criticism of the theory is that it takes 
the sup^Y factors as given, and then explains why they 

are demanded. The factors are demanded 
ignores bccause of their marginal contribution to 

acting on tw, employers. But demand alone cannot 
supply-side. explain the value of anything, much less 

of a factor of production. The supply of factors is not fixed, 
but is elastic to a’considerable degree, being dependent, for 
example, on the remuneration paid to tfiem. We cannot 
assume that the rate of interest will not influence the supply 
of capital, and thus affect the net product of capital. 'I'he 
marginal net product is thus a variable quantity depending, 
on a great number of factors; and for this reason Marshall 
admits that “the doctrine throws into clear light the action 
of one of the causes that governs wages.” 

The marginal productivity is thus an important 
influence determining the remuneration of factors of pro¬ 
duction. It should be noted that the 
i^fluoicS” aS- theory only states what employers can pay 
ing on the supply- to the factors. But in actual life, there is 

no perfect competition as is assumed in,the 
theory. There is a continuous friction in the economic system 
which prevents proper adjustment between interest, rent, 
wages and marginal net products. But a continuous mal¬ 
adjustment will set ,up tendencies towards removing the 
discrepancy. 

Lastly, the theory of distribution does not carry with it 
any ethical justification. The margiif^l productivity theory 
seems to imply that because factors get what they produce, 


the present distribfition of income is just. But it should not 
be forgotten that the market-value which tend,s to equal the 
marginal net product bears no necessary relation with the 
social service." Hence the theory should not be applied to 
justify the present distributive system. 



CHAPTER XXIV 


RENT 

The meaning of rent : The ordinary of the term 
“rent” means any periodic payment for the Hire of anything, 
such as carriages, pianos, buildings, etc.' In its usual sense, 
it means the payments made by tenants to the landlord for 
the use of a building, or of a firm. But this makes no dis¬ 
tinction between the income from the use of land and the 
return from the investment of capital in land. Only the 
former is to be called rent in Economics, and the latter is 
interest. Economic rent, therefore, is the payment for the 
services of land in production. 

The rent that is usually paid by a tenant, i.e., gross rent, 
includes (a) a payment for the use of land as such, i.e., eco¬ 
nomic rent; (b) a return on the capital 
reS^*propCT"*^ invested in the building or other improve¬ 
ments i.e., interest, and (c) a payment for 
the services of the landlord nr his agents in supervising the 
investment in land and building i.e., wages. It may also 
include some payment on account of the risks which the 
land-owner might have borne in developing the land. 

Ricardian theory of rent : The classical theory of rent 
is usually associated with the name of David Ricardo, though 
it should be noted that the theory was stated in a crude 
form by other writers before him According to him, “rent 
is that portion of the produce of the earth which is paid to 
the landlard for the original and indestructible powers of the 
soil.” All lands are not ^equally fertile ;‘there are inherent 
differences between differeiit plots of land. Rent arises 
because of the differential advantages in production possessed 
by superior lands over inferior lands. 

Following Ricardo, let us suppose that a batch of settlers 
go to a new country, and begin to cultivate the lands. At 
first, they would cultivate only thh best lands. As long as 
there is a plentiful supply of best lands, nobody would pay 
anything for‘land. The produce that is raised on the best 
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lands is sufficient to meet the demand of the settlers. That 
community will not pay any rent, because nobody will pjiy 
anytlf^g for an article whose supply is unlimited. Let us 
next su]^;fcse that another batch of settlers go to the country. 
The rem^^ng best lands would soon be cultivated. But 
the total pft'^ce that is raised on the best lands may not 
be sufficient tcr^jatisfy the increased demand for food. Under 
the circumstances, jtiew settlers must begin to cultivate the 
next best lands, or the second grade lands. These lands 
yield less than the best lands. To the application of the 
same amount of labour and capital, the best land yields (say) 
35 bushels, and the second grade land yields 30 bushels. 
The price of wheat must be such that by selling 30 bushels 
of wheat, the expenses of employing that amount of labour 
and capital (including normal profits of cultivation) must 
be covered. Otherwise second grade lands would not be 
cultivated. When second grade lands are cultivated, the best 
lands yield a surplus of 5 bushels above the expenses of pro¬ 
duction, which are the same for both classes of land. This 
surplus is rent, whether it is pocketed by landlord or tenant. 
Similarly, if the demand for agricultural produce remains 
unsatisfied after all second grade lands have been cultivated, 
third grade lands must be cultivated. These yield less than 
the second grade lands, and so when they are cultivated, 
the second grade land yields a surplus; and the first grade 
land, a larger surplus. The second grade lands will then 
yie^d some rent, while that of the first grade lands will 
increase. This surplus, or rent arises because of superior 
fertility of the better lancis. 

Suppose l&bour and capital (incldding the profit of the 
cultivator) that are applied to one acre of fil’st class land will 
get their normal rewards if the total produce sells for Rs. 70 
{i.e.y Rs. 2 per bushel); anej let us suppose thjjt the price of 
each bushel is Rs. 2. There is no surplus, and the total sale- 
proceeds are clistributed among ^thc labour and capital that 
are engaged, if, owing to the increase of population, demand 
for agricultural produce rises, the price rises from Rs. 2 to 
Rs. 2J per bushel. It becomes wrofitable to cultivate 
.second class lands with the same amount of labouj: and 
• capital. The produce per acre is 30 bushels and its price 
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is Rs. 70,—the sum just sufficient to remunerate the labour 
ar;d capital. Since there can be only one price in the market, 
the produce of the 1st class land will sell for Rs. 81^' 
expenses on account of labour and capital am^^s. 70. 
The 1st class land will, therefore, yield a rent o^^s. 11|. 

Moreover, the best lands will be more int^sively culti¬ 
vated as the demand for agricultural produqfc rises. But as 

more labour and capital are applied, the 
law *of D diminishing returns will come into 

operation. The second ‘ “dose” of labour 
and ai{)ital Avill yield less than the first; and hence there will 
be a surplus on the earlier doses of labour and capital over 
the marginal dose. As the best land is thus cultivated more 
intensively, its rent will rise. 

Lastly, situation is also a factor in the determination of 
rent. Suppose all lands are equally fertile, but some are 


Situation rent. 


situated near the market, while others are 
situated at a distance from the market. 


The yield from every acre of land is 35 bushels. If the 
price of wheat is Rs. 2 per bushel, the distant lands will 
not be cultivated. For, in addition to the expenses due to 
labour and capital applied in cultivation, which are the 
same on all lands there is some additional expenditure 
involved in sending the produce from a distant place to the 
market. So the cost will be higher on these lands. As the 
supply from the-'distant lands falls off, the price of crops 
therefore rises, and must be such as to meet the additional 
expenses of transport from the distant lands. The better 
situated lands, therefore, yield a rent. So all lands yield 
a rent, because#of thb differential advantages possessed by 
each piece of larid, tlie advantages being either of fertility, 
or of situation. 

As a natural corollary of his,theory of rent, Ricardo held 
that rent was the result of price and the^cfoiv did not enter 

into price. 'The price of the 'produce tends 

enttr*^into*^pricc'"*^ become equal to the cost of production 

on the marginal land. If the price of the 
produce obtained frorn the marginal land does not cover the 
cost of production, that land will be naturally withdrawn 
from the cultivation of that crop. As a result, the supply of 
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that crop will fall, but if the demand for foodstaffs is the 
same as before, the price will rise until the cultivation ,of 
thjif^op in those lands will again be paying. I'hus the 
price oiVflie crop will correspond to the cost of production 
of that on the marginal land. But the marginal land 
‘ex-hypothc}»'.^’ is a no-rent land. Hence rent is not a part 
of the cost of \ roduction of the crop and consequently of its 
price. Thus according to Ricardo, high prices arc the causes 
of high rents, and not vice versa. 

The Ricardian theory of rent has been subjected to a 
good deal of criticism. First of all, it has been pointed out 
that there are no inherent and indestructible powers of the 
soil. Good lands, after a few years of cultivation, lose their 
fertility, because the chemical composition on which fertility 
depends is exhausted after a few years of continuous culti¬ 
vation. This is of course true. But land also possesses 
certain qualities like soil composition, humidity, climate, etc., 
which are indestructible. 

'Fhc second criticism offered by Carey and Roscher is 
directed against Ricardo’s order of cultivation. '^I'hey point 
out that in new countries the best lands arc not invariably 
cultivated first. Lands situated near human habitation arc 
first cultivated, whether they are good or not. Thus,the 
order of cultivation laid down by Ricardo is wrong. To this 
objection Walker replies that when Ricardo referred to the 
best lands, he took both fertility and situation into 
consideration. 

Another criticism against the Ricardian theory is that 
his contention that rent does not enter into price is un- 
warrented. We shall have a thorough discussion of the 
relation of rent to prices later on in this chapter. 

The modern theory of rent : The basis of the Ricardian 
theory of rent was the assumption that land was quite 
different from other factors of production as its supply was 
completely iriclastic. That is'why Ricardo considered that 
the payment fpr land required a different explanation from 
that of the payment of other factors of production. But from 
the short period point of view, the isupply of all factors is 
equally inelastic, while if a sufficienJly long period of time 
is taken into consideration, the supply of land is quite clastic. 
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Through irrigation, reclamation and the application of 
manure etc., the supply of land can be increased. 

Hence modern economists now seek to explain wr.it , in 
terms of the theory of marginal product as in thf'case of 
any other factor of production. Like labour, laud is also a 
heterogenous factor. First, like any two work^s the quali¬ 
ties of two plots of land may be different, ^’hus rent can 
be determined on the basis of the same principles as wages. 
The rent offered for a plot of land tends to be equal to its 
marginal product to the tenant. Let us assume that differ¬ 
ences in fertility and situation are absent,—all plots of land 
are equally fertile and are situated at the same distance from 
the market. A farmer is cultivating 50 acres of land with 
(say) 100 units of labour and capital. He is getting a certain 
amount of crops. He then takes up another acre of land, all 
other things remaining the same. So he is now cultivating 
M acres of land with 100 units of labour and capital. Each 
acre of land will then be cultivated more extensively than 
before. The additional amount of crops that will now be 
obtained over that when 50 acres were cultivated is the 
marginal product of the 51st acre of land and rent of this 
acre of land will tend to be equal to this marginal product. 

DiflEerences in the fertility of plots of land should not 
also cause any difficulty. If a plot of land is more fertile than 
another, the marginal product of a given quantity of labour 
and capital will be greater on the first plot of land than that 
on the second plot . Thus such a plot of land will yield 
higher rent. 

Rent and price : According to Ricardo, rent of land is 
a surplus above 4;he cost of production, and does not, there¬ 
fore, determine the price of agricultural produce. The proof 
that Ricardo advanced in^support of this statement is simple 
enough. Rent on a plot of lahd is the difference between the 
produce on that plot of land over that on the marginal or 
no-rent land. By hypethesis, fhe marginal land pays no rent; 
and since the price of agricultural produce tends to be equal 
to the cost of production on the marginal land, rent does not 
enter into the price of the produce. Rent is, on the other 
hand, the result of prke. It is not true to say that rent is 
high, and therefore, the price of corn is high. The correct 
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Statement is that the price o£ corn is high, and therefore rent 
is high. It is only when the price is high that inferior lands 
arf ftiQUght into cultivation, and superior plots of land yield 
a surplu-s^ibove the cost of production. Rent is thus price- 
determin^, instead of price-determining. 

The sta:^ment implies that rent is a surplus above cost 
of production. In what sense can we support this statement? 
There is a sense in. which the classical economists understood 
this statement. According to them, all costs reflected real 
costs of production. The supply of labour or capital involves 
some disutility to overcome which a payment must be made. 
Wages and interest are, therefore, a part of necessary costs 
of production. But the supply of land is a free gift of natur^ 
and so involves no disutility. There is no element of real 
cost in the case of land. Payments on account of the services 
of land are not, therefore, a part of the necessary costs of 
production, i.e., necessary to overcome any disutility. 

If we regard the supply of land as a whole, it has no 
alternative use and the total of rents paid will not form a 

part of the price of the produce. But the 
supply of land for the cultivation of any 
particular crop is not limited. A plot of 
land has alternative uses. In order to produce more paddy, 
more plots of land have to be cultivated. In order to attract 
more plots of land to the cultivation of paddy, the people 
would have to offer at least that amount which a plot of land 
would have earned when jute was cultivated. This is the 
transfer cost of land, and it enters into the cost and the price 
of paddy. If this cost is not met, that plot of land will not 
be available for the cultivation of paddy. Thus from the 
point of view of the supply of land for any particular use, 
the rent to be paid is not a surplus, but a part of the cost 
of cultivation of the crop. 

^ Urban site rent ; Urban site rent is determined on the 
same principles as the rent of agricultural land. But in 
the case of urban sites, differences in fertility are of no 
importance. Their rent mainly depends upon the relative 
situational advantages of different sitp. 

The rent for houses built for residential pur^poses 
depends upon situational advantages—such as broad street, 

17 


Rent as a trans¬ 
fer cost. 
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frontage on parks, etc. But other factors also enter into the 
determination of demand of some plots to the exclusion of 
others. “Nearness to one’s kind is in many cases/alone 
sufficient to explain the demand for some plots. 'Crowded, 
noisy and unhealthful city streets attract the wc(rking-class 
more than quiet lanes in the country.” ^^e rich are 
attracted to other quarters, where the fashionable people 
live. Certain streets are flocked by those who want social 
distinction. 

In addition to situational advantage, investment of more 
capital on the same plot of land for adding additional storeys 
also gives rise to rent. The law of Diminishing Returns 
operates both on agricultural land and on urban sites. After 
the addition of a few storeys the marginal storey is reached 
where the annual cost of management, maintenance and up¬ 
keep is equal to its rental value. Due to many reasons the 
lower storeys are rented at a progressively increasing rent, 
especially when the building is let for commercial purposes. 
The difference between the letting values of lower storeys 
and the marginal storeys constitutes rent. 

All building sites give rise to the problem of unearned 
increment. The suburbs of a town at first command a low 
rent, but as the town is extended, the suburbs acquire value 
and the building sites begin to command higher rent. 

Similarly, with the opening of a new street 
building of new parks, sites 
facing those streets or parks earn high rent, 
though the owners of such sites have done nothing to enhance 
the value of their sites. Agricuhural land sometimes earn 
unearned increrrtent e.g., when a town sprihgs up in the 
vicinity of such lands and those agricultural lands are used 
as suburbs or when railway lines are bpKined and lands 
become connected tvith distant markets. The increase in 
the rent as the capitalized value of urban sites is a commQ,n 
experience in many countries. This reaping of unearned 
increments of rents by the owners gives rise to complex 
social and political problems. The socialists maintain that 
such unearned increments should be confiscated by the State 
and the cx(;:hequcr finds them proper objects for heavy 
taxation. 
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The rent of mines, quarries and fisheries : The working 
of i^ines and quarries differs from the cultivation of agri- 
• cultural land in this that mines and quar- 

The rent o> mines sooner or later exhausted, while the 

and quarries. it- . i i: • 

land is a perennial source of income. The 
payment made by the leaseholders of mines and quarries in¬ 
cludes two sorts of payments, one is royalty for the exhaustion 
of the contents, and the other is the payment analogous 
to rent for the differential advantage of one mine over the 
marginal one. This last factor constitutes economic rent, 
as it is calculated from the marginal unit. We find both 
extensive and intensive margins in the working of mines. 
The extensive margin is obtained by comparing different 
mines, and the intensive margin is obtained from the work¬ 
ing of the same, mine more intensively by the application of 
more and more capital. 

The leaseholder of a mine generally makes two sorts of 
payments ; one an agreed annual rent known as the dead 
rent, calculated on die principles of agricultural rent, the 
other is the royalty, payable at a fixed rate on each ton of 
mineral extracted. Now the question is whether the royalty 
is to be regarded as rent proper. Marshall holds that royalty 
is the compensation for the exhaustion of the minerals, hnd 
is quite different from rent. Taussig holds a different view. 
He doubts whether any payment at all, royalty or whatever 
it be called, can be secured by the owner of the poorest mine. 
Deposits of this sort arc at the margin of utilization and at 
the margin there is no surplus of any sort. According to 
him, where royalties are paid for luell-Jinown mines they are 
simply rent, because the poorest mines can make no payment, 
whether dead, rcn|^ or royalty. 

Fisheries, where perennial supplies of fish can be 
obtained, have an income •in the nature of rent, the rent 
being measured upwards fropi those* fisheries which are 
regarded as margin'll either because of their low productivity, 
or because of inaccessibility. 


Economic progross and rent : Let us suppose that an 
Agricultural im- improvement ’is effected in agricultural 
provements. machinery, or an improved type of manure 

is invented as. a result of which production per acre of 
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land increases very much. Then the net result in any 
case will be that there will be more produce per agricul¬ 
tural labour. If the demand for agricultural produco^'^oes 
not rise, increased production would bring dovfn prices. 
The marginal lands {i.e., the lands which were barely worth 
cultivating at the older and higher prices), would go out of 
cultivation, and aggregate rents would fall. But improve¬ 
ments may affect the rents of differeint grades of land 
differently. Better lands may respond in a higher degree to 
improvements than lower grade lands. In such a case instead 
of falling, rents on better lands might increase. But if the 
improvement affects only the lower grade lands, then they 
may become as productive as the better grade lands. In 
such a contingency the rent of better class lands may fall or 
dwindle to zero. 

Now, we shall consider another class of improvement 
viz., improvement in transportation and its effect on rent. If, 

by some invention, transportation is 
cheapened in a particular country, the rent 
arising out of situational advantage will 
gradually dwindle. The market will be supplied from out¬ 
lying districts of the country and consequently the rent of 
lands near the market will fall and the rent of the lands in 
outlying districts will rise. Similar is the case when an old 
country is supplied by the produce from fertile areas in new 
countries. The rtint of newly opened-up areas rises while 
inferior lands at home go out of cultivation. Therefore 
aggregate rents fall in old countries and rise in new countries. 

The amount of rent varies directly with the growth in 
the number of population. An increase in population creates 

a demand for agricultural produce. This 
pop«- extra deinarid is met either by intensive 
f cultivation of Jietter grade lands, or by 
having recourse to inferior lands. The margin* is lowered and 
rents tend to rise. Further, the growth of towhs encourages 
the use of land for purposes other than the raising of produce. 
This brings about a greater scarcity of land than before for 
agricultural purposes. .Hence the rent increases still more. 

Lastly, as,incomes and the standard of living of the people 
rise, the proportion of their incomes spent 04 staple articles 
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of food diminishes. The capacity of the human stomach is 
limited, and so when the income is doubled the individual 
ma^double his consumption of many things, but he will not 
double his consunfjption of simple forms of food. The pro¬ 
portion of income spent on foodstaffs thus continually 
diminishes. Hence with the rise in the standards of living, the 
price of agricultural produce registers a greater fall relatively 
to the price of the products of other industries, or docs not 
rise as much as in other industries. Rents, therefore, fail 
to rise as rapidly "as incomes from other industries. 

Quasi-rent : The concept of quasi-rent was introduced 
into Economics by Marshall. By quasi-rent he meant “the 

income derived from machines and other 
«l«asi- appliances of production made by man.” 
His argument is that the supply of land and 
other free gifts of nature is fixed for all time to come. The 
stock of appliances made by man may remain fixed in the 
short period, but this supply may be increased to a consider¬ 
able extent if suflicient time is allowed. We have already seen 
that the income from any agent of production which is per¬ 
manently fixed in supply is to be regarded as rent. If limita¬ 
tion in supply gives rise to rent, we may describe income 
from any property whose supply is either permanently or 
temporarily limited, as a sort of rent. Marshall suggests that 
income from those things that are permanently fixed in 
supply should be regarded as rent, and fheome from those 
things that arc temporarily fixed in supply should be regarded 
as quasi-rent— ‘rent' because it pertakes of the nature of rent 
as its supply is limited, aiftl at the same time, ‘quasi' because 
the limitation* in supply is not permanent, but is more or less 
temporary. To take an illustration, sup’posc the demand 
for fish increases suddenly in a particular season. The supply 
being not equal to the demand, the price will go up. Of 
course, fisheriften,* tempted by the high price, will try to 
catch more fish by*working extr^ time and by requisitioning 
boats and nets that have long been out of use. But still the 
supply cannot be equal to the demand. If the increase in 
demand persists for a longer period, new boats and nets will 
be made and more persons will be attracted to jthe trade and 
the supply price may come down to its former level. The 
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income from boats and nets is to be regarded as quasi-rent 
This illustration was chosen by Marshall in order to show 
that the supply of man-made appliances may fall short fcrr the 
time being, but their supply may be 'increased/later on. 
From this it is not to be supposed that quasi-rent is the 
surplus of income over the normal return from appliances 
made by men, whether considered in the short period or in 
the long period. Flux and others hold that quasi-rent is not 
the whole of the income derived from property, but only the 
excess over the normal return. Flux would regard any 
deficiency between such income and normal return as ‘nega¬ 
tive quasi-rent.’ But these conclusions are unwarranted. The 
whole of the income at any period from man-made appliances, 
and not merely the surplus or deficiency over normal return, 
is to be regarded as quasi-rent. 

The likeness between rent and quasi-rent lies in this: in 
the short period the supply of appliances is a fixed stock just 

as land is, the income from such appliances 
unlikcncss between the short period bears the same relation 

rent and quasi- to price as the rent does to land. But there 

fcnit ^ 

is also unlikeness between rent and quasi¬ 
rent. Land in old countries is approximately a permanent 
and- fixed stock, while appliances made by man are a flow 
capable of being increased or diminished at will with varia¬ 
tions in demand. The permanent scarcity of land gives rise 
to the phenomenbn of rent, and rent as we know does not 
enter into price. In the short period 0*0 account of shortage 
in supply of man-made appliances or improvements, the 
income from these sources may not always bear any relation 
to costs of production. But in the long period quasi-rent is 
not a real surplus; the sum-total of all quasi-rents must 
cover the normal return 40, capital. In the long period, 
therefore, quad-rent is not a real .surplus, but enters into cost 
of production. Hence it is an unnecessary prdfit in the short 
period, but a necessary part of normal profit in the long 
period. " 

There is a second sense in which Marshall uses the term 
quasi-rent. He holds tjiat quasi-rent is an element in wages® 

• Marshall. Principles of Economics, p. 504. 


I 
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and in profits. The income of a man which is due to 
acquired personal qualities is in the nature of quasi-rent. 

\ “A person is supposed to have certain 

^uasi-ren\ as an capital invested in training or accustoming 

element in profit » • .. i • j l 

and wages. some lucrative occupation and the 

income which he derives from the qualities 
he thus acquires .... is to be called quasi-rent when thought 
of not in relation to the capital invested but as a certain 
amount in the same way that rent is thought of.”. It differs 
from what Marshall calls the rent of extraordinary natural 
abilities because these are given by Nature like 'pure* land. 

Thus Marshall does not stick to his own definition of 


quasi-rent as an income from appliances made by man. 
Cannan’ rightly objects to Marshall’s application of the term 
in the second sense. There is a good deal of difference be¬ 
tween the ownership of an appliance and the possession of 
personal qualities. You can distinguish between the income 
derived from the source of current labour and the part 
derived from the source of personal qualities. Marshall him¬ 
self says, “human beings are not brought up to their work on 
the same principles as a machine, a horse or a slave.” 

Hence it is better to regard the income derived from 
labour as a whole, the differences in the incomes of labourers 
being explained by the distribution of natural and acquired 
talents, than to make a classification of labour incomes into 
incomes from personal labour and the insome from natural 
or acquired qualities* 


- .1 

* A Review of^ Economic Theory, p. 827-29. 



CHAPTER XXV 


INTEREST 

In Economics, the term, ‘interest’ refers to the payment 
for tlic use of capital, when there is no risk of non-payment. 

when there are no inconvenience and no 
inSrcs? additional work consequent on the loan. 

'Fhis is also referred to as ‘pure’ or ‘net’ or 
‘economic’ interest. But the sum that is usually paid by a bor¬ 
rower includes, besides pure interest, payments to cover the 
risks, payments on account of the troubles and inconveniences 
to which the lender is put and also payments on account of 
the work that the lender is called upon to do. Thus gross 
interest includes {a) i.c., the payment on account of the use 
of capital only; (b) insurance against risks; (c) payment on 
account of trouble and inconvenience. These risks have been 
divided by Marshall into two classes, trade risks and personal 
risks. The former arise from the fact that before production 
is over, demand may change, or the price of raw materials 
may fall, or new inventions may lower the cost and hence the 
price of the product may also fall. The latter arise from the 
fact that the borrowers may be dishonest, or incapable. The 
lender must be paid an additional sum to recompense him for 
these risks. Where a loan involves ri§,ks, the lender is put 
to a great deal of trouble for minimising these risks as far as 
possible. Moreover, the borrower may repay at a time very 
inconvenient to ihe lender, when he cannot find any fresh 
outlet for his capital; or the lender may be called upon to 
invest his capital for a period longer than lie thinks desirable 
or safe. The neater the incohvenience, the higher the gross 
interest, (d) Lastly, gross interest also includes payments for 
work. Every loan involves sotne amount qf wofk for keeping 
records of payments of small instalments, etc. The lender 
expects to be recompensed for this additional work. 

Thus gross interest may often be very high, while net 
intere§t may be low. Moreover, net interest tends to be equal 
throughout a country. The force of competition will settle 
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one single rate for the whole country. But there is no 
tendency towards equality of the rates of gross interest in 

difftrent places within a country. 

> 

Theories of Interest : 

The productivity theory of interest : The theory states 
that interest arises on account of the productivity of capital. 

The amount that labour produces with the 
Interest is paid ficlp of capital instruments is generally 
productive. ’larger than the amount it can produce 

when working by itself. Machinery and 
tools invariably add to the income of those that use them. 
That is why they are demanded by individual employers. 
The use of capital, as we have seen, results in round-about 
production. Labour is first engaged in the making of tools 
and plants, developing the means of communication ; after 
a certain period is over, the final product emerges. Thus as 
more and more capital is used the method of production 
becomes more and ijiore round-about. And usually, though 
not always, the more round-about the method of produc¬ 
tion, the larger is the volume of the output. 

The use of capital in production is subject to the law of 
diminishing returns. As increasing units of capita^ are 
applied, as the methods of production become more and 
more round-about, or capitalistic, (the supply of other factors 
remaining the same), the output increases? but at a diminish¬ 
ing rate. An emplgyer will go on adding more and more 
units of capital until he stops at that point where the price 
that he has to pay for each unit is just equal to its product. 
Similarly, in'his search for profit, he'will substitute units of 
capital for those of labour or land, if he t'hinks that at their 
relative prices he* will increase the output by a larger ratio 
than the expenditure involved. At last he will arrive at the 
^margin of indifference; fie is indifferent wltiether he uses 
more capital* or more labour dr more land, because the addi¬ 
tion of any gf them will increa.se the output by the same 
ratio. What is true of the individual entrepreneur is true 
of society as well. The rate gf interest will therefore tend 
to be equal to the marginal productivity of one unit of 
capital. 
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The theory has been criticised in recent times. The for¬ 
mula that 'capital is productive' may mean either of the two 

things—that capital produces either more 
The theo^ in- goods or more value. The increase of phy- 

V o I V c s circular ^ ’ 

reasoning. sical products is obvious enough. But from 

this fact we cannot conclude that capital 
produces more value. To deduce that, we must first know 
the value of the capital goods that have been originally 
employed. The present value of capital goods depends upon 
the value of their future incomes, and “in' this dependence 
lurks implicitly the rate of interest.” The value of machinery 
is determined by discounting its future incomes, and in the 
process of discounting, we must assume a rate of interest. 
If, from a machine worth Rs. 20,000, we get an annual income 
of Rs. 1,000, we cannot at once say that the rate of interest 
is 5 per cent. All that we know is that from the machine, 
we get an income of Rs. 1,000 per year. And by capitalising 
this sum at 5 per cent, we determine that the value of the 
machine is Rs. 20,000. Therefore, wl^cn we say that the 
price of the machine is Rs. 20,000, we have already assumed 
that the rate of interest is 5 per cent. How can we then deter¬ 
mine a thing which we have already assumed in our figures? 
The^ productivity theory, therefore, involves us in circular 
reasoning. 

None-thc-less, that productivity exercises some influence 
on the determination of the rate of interest cannot be denied. 


Influence of pro- 
iluctivity on 
interest. 


Even Fisher, the mosl^ relentless critic of 
this theory admits this in the very title of 
his books: “The theory of interest, as 
determined by the impatience to spend in¬ 


come and the opportunity to invest it/* The latter is nothing 


but productivity of capital in different hidustries. If we 
accept the neo-classical theory tfhat the rate of interest is deter¬ 
mined by the*demand and supply of loanable funds, the^ 
marginal productivity of capital will be aq imjlortant factor 
to determine the businessman’s demand for loanable funds. 


Other things remaining equal, autonomous changes in the 


marginal productivity of capital, caused by new inventions, 
or new sources of power^pr other dynamic changes, are likely 
to raise* the defnand for such funds for investment, and hence 
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the rate of interest. On the basis of Keynesian theory, 
changes in the marginal productivity of capital influence the 
rat^f interest by affecting the demand for money. Improved 
prospects^for investment (or a rise in the marginal efficiency 
of capital) induce businessmen to demand larger funds to 
finance projects of capital construction. Other things being 
equal, this will cause the rate of interest to rise. 

Abstinence, or waiting and interest : The productivity 
theory explains why capital is demanded. Attention is now 
concentrated on’ the influences that limit the supply of 
capital. Senior was the first economist to point out that 
saving, which was later on embodied in capital-goods, involved 
a sacrifice, an ‘abstinence' as he called it. People may spend 
the whole of their income in consuming present goods. But 
when they save, they ‘abstain' from present consumption. 
Such abstinence is disagreeable. Hence in order to induce 
people to save, we must offer them some inducement as com¬ 
pensation for their sacrifice. Interest is, therefore, the com¬ 
pensation for abstintncc. 

Criticism was soon levelled against the word, ‘abstinence’ 
as it always suggested an idea of suffering. But not all saving 
involved pain or discomfort. There is no pain-element in 
the savings of a Ford. Hence in answer to this criticism 
Marshall substituted the word ‘waiting’ for abstinence. 

Saving connotes waiting. When an* individual saves a 
part of his income, he does not thereby eternally refrain from 
consumption. He only defers his consumption for a certain 
period, i.e., tjjl the fruits of his savings come in an increasing 
flow. Meanwhile he must wait, and as a rule people do not 
like to wait. No^ only saving, but all kinds of productive 
activity involve waiting. Thic farmer who sows his crops 
must wait tiH the crops ate harvested. The* gardener who 
'plants a seed must wait till is grows into a tree and begins 
yielding fruit. Labour must be expended before the final 
output can Be consumed. Meanwhile, both labourer and 
capitalist must wait. Waiting is, therefore, a necessary condi¬ 
tion for production. It is thus a separate factor of produc¬ 
tion, and can be substituted for other factors.* 
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Since waiting is a factor of production, its price will be 
determined by tlie marginal analysis. That is, the rate of 

interest tends to equal the reward neceSsa^ry 
Interest IS tJie forth the marfinal incuement of 

reward for waiting. o 

saving. There may be certain amounts of 
waiting that will be supplied even if there be a negative rate 
of interest. Individuals may be so extremely cautious by 
temperament, or so anxious for providing for the future, that 
they will save even if they get back a smaller sum in future. 
It should be remembered that though such bases are theoreti¬ 
cally possible, they are rare in actual life. Similarly, there 
would be some waiting if there was no interest, a case perhaps 
more common. The richer persons cannot but save ; it is 
impossible for them to spend the whole of their huge income. 
Hence in their cases, waiting is more or less automatic. There 
may also be cautious persons who will save if they are only 
sure that they will get back the same sum in future. So a 
large amount of waiting will be supplied at very low rates of 
interest. But the aggregate amounts of, waiting that will be 
supplied in this way are not usually sufficient to satisfy the 
demand. The rate of interest must go up until the marginal 
savers contribute their mite. At this point, the supply of 
wait,ing is equal to its demand. Strictly speaking, it is not 
correct to speak of the marginal saver ; the expression should 
rather be marginal increment of waiting that is required for 
production. The rate of interest must be high enough to call 
forth this increment of savings. , 

This theory provides reasons for the scarcity of savings, 
or of the supply of loanable funds so far as the latter depends 
upon the volume «f volhntary savings. But it dobs not furnish 
a complete explarfation of the factors determining the rate 
of interest. The supply of ^loanable funds Tis scarce, not only 
because people do not like to wait, but also because they 
may like to ho\d cash,at present. • • 

Time preference, or agio and interest : ^ The theory 
states that interest is the agio'or the premium which present 
goods command over future goods of a like kind and a like 
amount. This premium arises from the fact that men, as a 
rule, prefer the present^ to the future. Just as owing to the 
defects of our' ocular vision, distant things appear smaller. 
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SO owing to our mental make-up, future goods, or future 
sati^actions appear smaller than they actually are. That is, 
thp Tuture undergoes a discount when reviewed from the 
present. That discount is the interest. 

In a definite form, the theory was first advanced by John 
Rae in 1834. Later, it reached full development at the 
hands of Bohm-Bawerk, the leader of the Austrian school of 
economics, and of jFisher. There is a slight difference in the 
presentation of the theory by Bohm-Bawerk and by Fisher. 

According t6 Bohm-Bawerk, present goods possess an 
agio over future goods, owing to the fact that people prefer 

a present satisfaction to a future satisfac- 
thco^^*” equal amount and of equal cer¬ 

tainty. This preference, according to him, 
is due to three circumstances. First, the future is less clearly 
perceived than the present. This fact is called “the perspec¬ 
tive undcr-eslimatc of the future”. Secondly, owing to the 
fact that present wants are felt more strongly than future 
wants, demand for the present goods is relatively greater than 
that for future goods. Hence there is a relative scarcity of 
present goods as compared with future goods, {i.e., scarcity 
in relation to demand). Thirdly, the more round-about are 
the processes of production, the greater is the final output. 
Hence owing to the greater productiveness of time-consum¬ 
ing, or indirect methods of production, present goods possess 
a ‘technical superiority over future goods.* 

^Fisher would accept the first two conditions. But the 
third, in his opinion, surreptitiously brings in the produc¬ 
tivity theory. The greater productivity of the longer pro- 
cesss of production requires more 'proof than has been 
adduced by Bohm-Bawerk. Granting the proposition, it 
appears to be nothing but the productivity theory of which 

Bohm-Ba\vcrk was a vehement critic, 
df fiSimiSerk*’’ Moreover, according, to Fislier, the third 
* factor acts on’interest by modifying the first 
two factors. Owing to the greater productivity of the capital¬ 
istic process of production, there is an abundant supply of 
goods in the future . Hence the demand for future goods 
will fall relatively to the present. Oying to this reason, and 
also because of the greater urgency of present heeds, present 
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goods are preferred to future goods, and therefore possess 
a technical superiority over the latter. The third factor is 
therefore not an independent determinant of interest, but 
works out its effect through the first two factors.^ 

According to Fisher, “time-preference” is the central fact 
in the theory of interest. By that phrase he meant what Bohm- 

Bawerk understood by “the perspective 

siaTcd by ^Fisher ** under-estimate of the futgire”. It is the pre¬ 
ference that an individual has for present 
income or satisfaction over future income‘or satisfaction of 
an equal amount and equal certainty. It will be determined 
by the rate which will overcome the individual’s impatience 
to spend income. This degree of impatience of an individual 
depends, first, upon size of his income ; secondly, upon the 
distribution of the income in time ; thirdly,^ upon the com¬ 
position of the income ; fourthly, upon the certainty of enjoy¬ 
ing the income in the future; and lastly, upon individual 
characteristics, like foresight, self-control, etc. The higher 
the income, the greater the chance that present wants will 
have been more satisfied. Hence the individual will discount 
the future at a lower rate. The converse happens with poor 
persons. I’he distribution of income may be conceived in 
throe different ways:—uniform income throughout, income 
increasing gradually in the future, and income decreasing 
in the future. If the income is uniform throughout, the rate 
of impatience wiK then be determined by the size of the 
income and upon personal characteristics. If the income 
increases witli age, it means that the future is well provided 
for while the present income is relatively small. Hence the 
latter will be relatively scarce, and the rate discount will 
be high. The opposite is the case with decreasing income 
over a period, and the ratp will be low. Similarly, the com¬ 
position of income works out in,this way. The incomes of 
individuals are spent .on different sets of goods^and services^ 
The diminution of any one ,set of goods and services would 
affect the rate of time-preference in the same way as a decrease 
in the income of individuals. Lastly, if the future is uncer¬ 
tain, the rate of time-preference would be high. But the 
discussion of the influqnces of risk and uncertainty belongs, 
not to the scope of the theory of interest, but to the theory 
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o£ profit. Above all, everything depends on personal charac¬ 
ter. If the individual is of a spend-thrift character, the degjee 
of, his impatience to spend would be very high. 

After* the individual rates of time-preference are deter¬ 
mined in this way, they tend to become equal to the rate of 
interest. When the rate of time-preference of an individual 
is higher than the market rate of interest, he will borrow and 
apply the sum to satisfy his more pressing wants; just as he 
would buy additional units of a commodity when the margi¬ 
nal utility of additional units to him is higher than the price. 
Similarly, when his rate of time-preference is lower than the 
rate of interest, he will lend to the market and gain thereby. 
In this way, the individual will vary his income-stream, by 
borrowing or lending, until his rate of time-preference is 
equal to the rate of interest. 

Liquidity-preference and the rate of interest : Recently 
Lord Keynes has put forward a new theory of interest. 


His crilicism o£ 
orthodox theory. 


According to him, neither the theory of 
ma%inal productivity, nor that of waiting 
is adcfiuate to explain the rate of interest 


under all circumstances. Of course it is true that the margi¬ 


nal net product of capital tends to become equal to the cur¬ 


rent rate of interest. But that does not mean that the jrate 


of interest is determined by the former. The marginal net 
product of capital is determined, on the one hand, by the 
expectations as to the future course of bifsiness, and on the 
other hand, by the cost of producing the capital goods. These 
influences cannot determine the rate of interest. The rate 


of interest cannot also be*the reward for savings. “For if a 
man hoards His savings in cash, he earns no interest even 
though he saves just as much as before."^ * Nor is it true to 
say that the rate of interest must be such as to equalise the 
demand for capital with thf supply of savings^ The volume 
gf savings in any Country is of course £qual to the value of 
investment goods, but not in tHe way assumed in the classical 
theory. When a particular individual saves a greater portion 
of his income than before, his action, by it.self, docs not 
increase the aggregate supply of savings. Since he is now 


* Keynes. The General Theory of Employment, Interest and*Money, 
167 . 
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spending less money on the current consumption goods, the 
incomes of the producers of consumption goods fall off. “One 
man's expenditure is another man's income, and when ope 
spends less, the other men earn less.’’ So the immediate 
result of the increased saving by an individual is a fall in 
the incomes of some others. They will, therefore, be forced 
to save less. Hence total savings may not increase. Provided 
that there is no new investment in capital goods, increased 
savings by one individual will only lower the incomes of 
others. But when businessmen decide to produce more 
capital goods, more money is spent by them in hiring the 
factors of production, or in buying raw materials, etc. The 
incomes of the factors of production increase. Given the 
same desire to save as before, aggregate savings will also 
increase. Thus when investment increases, the volume of 
savings will also increase through higher incomes. So the 
volume of savings is brought into equality with the value of 
investment goods, not through the instrumentality of the 
rate of interest, but through the level of incomes. 

The rate of interest is the price that has to be paid for 
borrowing money. The essence of a transaction involving 

the payment of interest is that the lender 

Interest is the parts with money or immediate command 
payment made for i i ^ 

borrowing money, over general purchasing power in return 

for a promise to pay the principal sum and 
.something extra in the future. If the borrower returned 
at the time of repayment the same sum of money that he 
had borrowed, the lender would have no incentive (apart 
from philanthropy) to part with hts money. Hence the bor¬ 
rower must pa^ sometning extra in addition to the sura bor¬ 
rowed. Thus the rate of interest is the reward which is paid 
to the lender to overcome the latter’s unwillingness to part 
with control over liquid cash. .In other words, it is “the 
reward for parting with liquidity.” 

The individual who possesses a certain amount of money 
income has first to decide how much he will save. This will 


Meaning of Liqui- 
dity.preferencc. 


depend on what Keynes calls as the pro¬ 
pensity to consume. Given the propensity 
to consume, or its converse, the desire to 


save, the individual will save a certain proportion of his 
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money income. It remains for him to take another decision. 
He^may hold his resources in the form of money (or imme¬ 
diate command over goods and services); or he may part 
with immediate command over general purchasing power in 
return for a promise of payment at some future date. In 
other words, he may “hoard” them, or lend them at interest. 
How much of his wealth he will hoard {i.e., liokl in the form 
of cash or bank deposits), and how much he will lend will 
depend on the de^ee of his preference for retaining a portion 
of his resources in the form of money in different sets of cir¬ 
cumstances. This preference for liquid cash over loans is 
termed ''liquidity preference” 

Now the question is, why should anyone want to hold 
his resources in the form of cash in hand, or in the form of 

bank deposits, on which he earns no 
di^^preferenre^^ interest when he can easily get interest by 

lending them? There must be some reason 
which induces individuals to forego interest and hold their 
wealth in the form .of idle money. This preference for 
holding one's resources in a liquid form is due to a variety 
of factors. First, an individual will hold cash in order “to 
bridge the interval between the receipt of income and its 
expenditure.” Most of us receive our income after a month 
or a week, while we have to make payments almost day by day. 
Hence we must hold a certain amount of ready money in 
hand in order not to default in our currerft payments. The 
amount of cash which will be required on this account will 
depend on the level of incomes, on the interval at which 
incomes are received, and* on the methods of payment pre¬ 
valent in that* locality. Secondly, businessmen and traders 
must also keep a certain amount of cash in their till, partly 
to oblige their customers and partly to make payments. 
Thirdly, cash is also held iij order to provide Jor contingen¬ 
cies which ma^neefessitate sudden expenditure. It may not 
always be possible* to call in tlje loans granted, or to sell 
securities profitably when sudden emergencies make it neces¬ 
sary to have ready cash. Lastly, cash may be held by indivi¬ 
duals from a speculative motive. The individual may 
expect a future rise in the rate of interest. H^ may, there- 
•fore, hold his rpsources in the form of cash, with a view to 

18 
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lend them in future at high rates. Conversely, when people 
expect a fall in the rate of interest in the future, they would 
at once proceed to lend their resources at existing higher 
rates, and thus decrease their holdings of' cash. So long as 
there arc differences of opinion as to the future movements 
of the rate of interest, some will be holding money to earn 
profit from a future rise, while others will be parting with 
their money as they fear a fall in the rate of interest. Under 
normal circumstances, the amount of money which will be 
held in order to satisfy the first three types of motives is not 
much affected by changes in the rate of interest. It will 
depend on the level of incomes and on the general economic 
activity. The amount of money which is held on these 
accounts might be called active balances. But the amount 
of money which is held to satisfy the speculative motive is 
sensitive to changes in the rate of interest. The amount of 
money held on this account might be called inactive balances. 

Usually the higher the rate of interest, the smaller, in 
general, is the proportion of their resources which people will 
want to hold in the form of cash. For the loss of interest on 
idle cash will then be greater, while the gains from lending 
and from the purchase of securities are correspondingly 
higher. People will then be anxious to lend. Some people 
may expect a future fall in the rate of interest, and will then 
want to lend. Lastly, the higher rates of interest will check 
business enterprise, cause new investments to fall; the level 
of money incomes will decrease ; and the amount of money 
required for transaction purposes will now be smaller. 
Similarly, at lower rates of interest, people will want to hold 
more money, because the loss of interest will now be smaller ; 
because some people will expect a future rise in the rate of 
interest, and so will hdld idle balances at present; and 
because lowci^ rates of interest '"will increase the level of 
money incomes. Thus we can draw up a schedule of 
liquidity-preference, showing the amounts of money which 
people will want to hold at different rates of interest. 

Given this schedule of liquidity-preference, the rate of 
interest will then be djetermined by the quantity of money 
existing at any time. “This is where, and how, the quantity 
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of money enters into the economic scheme".® The rate of 
interest must be such as will equate the demand for moitey 
• fof liquidity purposes with the supply of 

The rate bf in^ moncy. The amount of money existing at 
q^uantiiy of money. must bc held by some individuals. 

The rate of interest will be such as to 
induce individuals to hold all the available supply of money. 
If the rate of intei»cst were lower than this unique rate, the 
a^regate amount of money which people will wish to hold 
will be greater than the supply of moncy. This would cause 
the rate to go up. Conversely, if the rates were higher than 
this level, there would be more moncy than people would 
w'ish to hold. Thus the schedule of liquidity-preference and 
the quantity of money in existence determine the rate of 
interest for any given period. 

One important difficulty in connection with the theory 
is that Keynes is not very clear on the meaning that he 
attaches to "moncy”. Money, he says, is co-extensive with 
bank-deposits. But he states in his discu.ssion with Robertson 
that his theory does not run in terms of demands for and 
supply of credit. Moreover, the rate of interest is not 
independent of the demand for investment funds, as is stiffed 
by Keynes. The amount of cash balances that businessmen 
will hold is influenced to a large extent by their demand 
for "finance" for investment purposes. The rate of interest 
is not, therefore, determined independently of the marginal 
effiCi'Cncy of capital. However, as Prof. Robertson has 
pointed out, Keynes’ statement is not incompatible with the 
neo-classical theory. The rate of interest may well be 
regarded as the reward for not hoarding (as in Keynes), and 
also for not s})endifig it for consumption.® 

What determines the r^te of interest? TJicse theories 
qjay be divided* intft two groups, the neo-classical theory and 
the Keynesian theory. The fprmer regards the rate of 
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interest as being determined by the demand and supply oi 
loanable funds. The demand for loanable funds arises fufdn 
a variety of causes: the application of these funds in the 
adoption of round-about processes of production- increases 
the income of businessmen at a greater ratio in the future 
so tiiat they demand more funds ; or the government becomes 
willing to pay something in order to get command over 
present resources so as to conduct a variety of operations like 
war, etc. 

The supply of loanable funds depends upon two factors, 
the volume of voluntary savings and the supply of bank 

loans. The aggregate demand for and 
supply supply of loanable funds determines the 

rate of interest. It will settle at the point 
where demand and supply of loanable funds are equal. An 
increase in the volume of savings will tend to increase the 
supply of such funds; and to depress the demand for funds 
as increased savings will mean decreased consumption. This 
will cause the rate of interest to fall. • 

According to the Keynesian theory, the rate of interest 
is determined by the demand and supply of money. The 
supply of money depends upon the banking system. The 
demand for money is dependent on the liquidity-preference 
of the people. The demand for money at a given rate of 
interest must be such as to absorb the aggregate supply of 
money. If, as a rdsult of the inflation of currency, the supply 
of money increases in a country this will cause the of 
interest to fall, provided that the fact of inflation does not 
cause a change in the liquidity-preference. 

The two gJ^ups of theories are not so conflicting as they 
appear at first sight. The inflation of currency will also 
increase the supply of loanable funds in the country, and 
lead to a faP. in the rate of interest. A change in the 
liquidity-preference will cause the people to supply more or 
less funds as loans in the market, and may be said to affect 
the rate of interest by affecting the supply of such funds. 

What is then the relation between the volume of 
savings and the rate of interest? The volume of savings 
depends on the level ptf money-incomes and the propensity 
to save, i.e., the proportion of their incomes which people* 
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want to save at different levels of income. But given the 
St'^^e of liquidity-preference, an increase in the voIuitk; of 
savings is likely to increase the supply of loanable funds in 
the market, and t6 result in a fall in the rates of interest. 
Hence the volume of savings influences tlic rate of interest 
by affecting the factors which determine the latter. 

The future of interest—effect of inventions : What will 
be the future of interest? How will tlie progress of society 

affect this rate? Interest, as we know. 
It depends on the •depends Oil two factors, the demand and 
of capital. supply oi loanable funds of money. 1 he 

future of the rate of interest therefore 
depends on the fact whether the demand for loans will 
continually increase owing to the inventions and improve¬ 
ments, or whether there will be a larger supply of funds as 
society makes progress. It depends, in the words of Taussig, 
“on a race between accumulation and improvement.” 

T'he general expectation is that ihe supply of loanable 

funds will increase vastly, mainly because as man advances 

in the scale of civilisation, he becomes in 

Effect of tnven- general more far-seeing. The primitive 
tions on interest. « o i 

savage never gave any thought to the 
future. But as man has progressed, he has become more 
willing, nay, eager to lay something by against a rainy day. 
In Keynesian language, the liquidity-preference of the people 
has tended to decline. Moreover, the cajmeity of the people 
to save will increase greatly as, owing to the greater general 
procluctivity of industries, the level of money incomes rises. 
Hence the supply of savings would tend to increase. This 
is likely, oth€r things being equal, fo increase the supply 
of loanable funds, and hence to lower thb rate of interest. 

But whether ft will fall or not will depend on the future 
demand for such funds. That depends upon the progress of 
inventions and improvements. Such inventions will always 
raise the demtind for loanable funds. New types of machines 
will have to be built and installed. It may call for more and 
more elaborate plants, or lengthen the processes of produc¬ 
tion. In that case, tlic demand, will increase. On the other 
hand, as Rac pointed out long ago, the division of Jabour 
• has a tendency to economise waiting. The ’improvement 
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in the methods of production may shorten the processes 
already done by machinery by making some of them simpler 
and easier. The ultimate effect of the inventions will dej^end 
on the relative influences of these two circumstances. 

On the whole, there is every likelihood that the rate of 
interest will fall in the future. There arc also two other 


reasons why the rate of interest will tend 
Will the rate of to fall in thc future. In the first place, the 
zero? general tendency has been, especially in the 

western countries, for the growth of popula¬ 
tion to become stationary or even to decline. This is likely to 
lower thc demand for laonable funds as given the same 
structure of production less capital will now be required to 
produce thc same volume of goods per head. Secondly, as 
a community grows richer, its propensity to consume declines. 
The proportion spent on consumption tends to diminish and 
the proportion that is saved tends to increase, as thc total 
income increases. This is likely to depress present consump¬ 
tion demand as well as thc demand for capital goods. Hence 
the rate of interest is likely to fall. 

Will it ever fall to zero ? From the point of view of the 
demand for loans, zero rate of interest means that the 
marginal net product of capital is nil. When the marginal 
net product is nil, that means we cannot increase thc pro¬ 
duct further by employing more capital. We have reached 
a state in which Qur productivity has reached the peak. It 
means that all our wants have been satisfied. But we cannot 
conceive of a state of society in which men will haV6‘ no 
wants, and no desires. So long as these remain, there will 
always be endless possibilities for employing'capital. The 
rate of interest, therefore, cannot fall to zero. 


Similarly, from the side of supply, a zero rate of interest 
means that people will go on*"lending without expecting any 
reward. But*" there are certain “reasons why the liquidity- 
preference will not drop to zero. As the rate of interest 
falls, more money will be“ absorbed to satisfy liquidity- 
preference on account of the transactions-motive, while the 
fall in the rate of interest will diminish the loss that one 


would sustain in keeping larger cash in hand. Hence “insti¬ 
tutional and' psycholo^gical factors are present which set a ■ 
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limit much above zero to the practical decline in the rate 
interest.” Hence there is no possibility of the rat^ of 
interest ever falling to zero.* 

Different rateiT of interest : So long we have been dis¬ 
cussing economic interest. Pure interest should remain at the 
same rate everywhere, provided that there is full competition. 
But in fact, rates of interest are often different in different 
countries. Even within the same country the rates of interest 
charged by different lenders differ widely. What are the 
causes of these differences in the rates of interest? 

Differences in interest rates arc primarily due to the fact 
that all borrowers cannot offer equally good securities. Where 
the lender is sure of the honesty and financial strength of the 
borrower, and knows that there will be no default, as in the 
case of government, he will be willing to lend at compara¬ 
tively low rates of interest. But he will charge a high rate if 
he expects the opposite as in the case of our cultivators. A 
second reason for the difference in interest rates is that 
different loans arc granted for different periods. If a loan is 
required for a long period, the lender will lose command 
over his resources for a long time. His position will become 
less liquid, and he will expect to be paid a higher rate of 
interest than if the loan was required for a short period. 
Lastly, the market for loans is usually imperfectly competi¬ 
tive. It consists of a large number of sub-markets specialising 
in different types of loans. The joint#stock banks grant 
loans to some class of^borrowers, while the indigenous bankers 
deaf with another class. The village money-lenders have 
often not to meet with much competition in their business 
of money-lending. Hence different rsftes of interest may pre¬ 
vail in different markets without there being any equalising 
tendency. People in the villages may prefer to keep their 
money in the Post Office Savings banks at low rates, than 
to keep it at joinl>stock banks at higher rates. 
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The last factor {i.e., market imperfections) explains why 
thq rates of interest may remain at different levels in differgiac 
countries. 'I’he lenders in one country may be reluctarft to 
invest their funds in another country e^cn if th^y can get 
higher rates as they may not like the securities that the bor¬ 
rowers can offer or because the political future or the econo¬ 
mic potentialities of that country arc not properly known. 

Necessity and justification of interest : 7 he payment of 

interest has become respectable only in recent times. From 
early days there has always been a sting of reproach round 
the theory of interest. The ancient people had no idea of the 
nature of services rendered by capital. Hence Aristotle con¬ 
demned usury in no measured terms. Following him, the 
scholastic writers held that the loan of money was not a sacri¬ 
fice on the part of the lender, nor a benefit to the borrower, 
and hence to derive interest from money was to make an 
unnatural use of money. In ancient times, there was not 
much field for profitable use of capital; most of the loans 
were consumption-loans, granted by rich persons who had 
surplus money, and borrowed generally by poor and needy 
persons. Hence dealings in interest were condemned. 

In recent times, the criticism of Karl Marx and other 
.soci;dists has brought the question of the justification of in¬ 
terest to the forefront. Value, according to 
Soiiaiisiic criti- Marx, was determined by the amount of 

labour required in production, and hence 
value should belong wholly to labour, l^ut the laboui ers were 
paid only what was required for their subsistence, ancT the 
‘suri)lus’ was appropriated by the capitalists. Hence interest, 
according to Marx, wks theft, or robbery. Ifi the socialist 
state, there would be no interest. 

It is not the place tp discuss the ethics of private pro¬ 
perty. So long as we maintain^ the institution of private 
property, interest has f.o be paid in order to overcome people’s 
time-preference or liquidity-preference. But ajjart from the 
question of private property, interest has aij independent 
justification. It can be shown that even the government of 
a socialist community will h^ve to reckon a rate of interest, 
at least for book-keeping purposes, mainly for two reasons. 
The government will possess limited capital resources which 
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would have to be invested in different industries. The pro- 
d'^gtivity of different industries, however, can never be j;hc 
same. Some will yield a return of (say) 10 per cent, while 
others wquld only give a 3 per cent. As the socialist 
government would also try to get the maximum return from 
its capital, it must have a standard, and would not invest 
capital in those industries which returned a rale below the 
standard rate. That standard rate is nothing but interest. 
The rate of interest therefore “serves as a screen by means of 
which capital pibjccts are shifted and tlirough which only 
those arc allowed to pass which will benefit the future in a 
higher degree.® 

Not only that but the socialist government would have 
to count interest if it wishes to advance the standard of life. 
Suppose previously all the labourers were employed in turn¬ 
ing out consumable goods, so that the whole output was 
equally divided among them. In order to raise the standard 
of life of the workers, some labourers must be employed in 
turning out producer’s goods, so that after a certain period, 
the use of the producer’s goods would increase the volume of 
consumable goods. But for the present, the labourers who 
arc turning out production goods must be supported by 
others. So the remaining labourers must give up a cer/ain 
amount of their share of the consumable goods for them. 
Naturally their shares will be deducted by an ccjual percen¬ 
tage, which is nothing but interest. That is, the labourers 
must wait and in orejer that they may enjoy greater incomes 
in The future, they suffer a temporary reduction of their 
incomes. This temporary reduction is nothing but the price 
of waiting, interest. * 


* Henderson. Supply and Demand, p. isd. 
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WAGES 

Nature of wages : Wages are the remuneration paid 
for the service of labour. Wages, however, differ in some 

respects from interest aiid rent. There is 

rate of*^wage8?"'”* ^ interest which is the same in 

a market. There is no such thing as a 
pure rate of wages. Wages vary from man to man and from 
place to place. Interest is homogeneous; wages are hetero¬ 
geneous. Wages also differ from rent. Rent varies from a 
sum little above zero to a huge amount. The degree of 
variations in wages is not so great. Wages cannot fall down 
below a certain minimum, which is necessary for keeping a 
man fit and alive. Moreover, there is another distinction 
between rent and wages. While the general rate of rent is 
unmeaning, a general rate of wages is not unmeaning. 
There is a general wage rate in the sense that it varies com¬ 
paratively little as between a substantial minimum for the 
bottom grade and a not very much greater return for the 
hig'^ber grades of those labourers who possess high skill. We 
may speak of a general rate of wages in another sense as we 
speak of a general level of prices. As general prices may be 
high or low in the sense that most of the prices arc high or 
low, so we can speak of a high or low general rate of (^dges 
in the sense that wages for most grades of labourers are high 
or low in terms,of money. Wages, therefore, differ both 
from rent and iruterest. 

Real wages and nominal wages : T<he employers pay 
a certain sum of money per 'week or month or per piece to 
the workers. ^ This sum represents the nominal or money 
wages that a labourer receives in return for this labour. 
But money is only a mediuin of exchange which is wanted 
because it enables one to purchase goods and services. Hence 
it is necessary to distinguish between money wages and real 
wages which consist of things that the labourers can buy 
with his money wages.< Real wages thus refer to t!ie amount 
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of necessaries, comforts, and luxuries which the labourer can 
c^ain in return for his services. They depend on a variety 
of factors besides money wages. 

Factoirs deternlining real wages : (1) The first factor of 
importance determining real wages is the purchasing power 
of money. Every labourer is, of course, paid in rupees, annas 
and pies. But nobody can cat or drink money. And the 
real remuneration obtained by him depends upon how much 
a rupee will buy in the market. Money wages may be high 
in a country, yet* it may mean no real advantage if the price 
level is also higher in that country than in another. In new 
countries money wages are higher than in old countries but 
the difference in real wages is not so marked. '^Fhe general 
purchasing power of money is best gauged by the use of the 

index numbers. 

• 

(2) The form of payment is also a factor in the deter¬ 
mination of real wages. Though a labourer is generally 
paid for money, he may receive some additional payments 
in kind. A fisherman may olitain a free supply of fish ; an 
agricultural labourer may often get cheap or free supplies 
of rice, milk, etc. These are to be reckoned when deter¬ 
mining real wages. Many services arc pensionable ; in deter¬ 
mining real wages we have to make allowance for such 
pensions. 

(3) The length of the working period is also a factor to 
be taken into consideration. The number of days in a week, 
and»thc total number of working days in a year arc all to 
be reckoned. Two labourers may earn equal money wages, 
but one of them may be normally unemployed for a numl)er 
of months in the year. The real wages of Jthe second worker 
will then be lower than those of the first. 

(4) The nature of empldyment is another important 

factor. If the.woric is of such a nature that the longevity of 
l:he worker is*reduced, as for instance that of a railway engine 
driver or a blast furnace worker, then in spite of high 
nominal wages, the real wages will be low. Pleasantness and 
social standing of an occupation may induce a person to 
accept lower wages. In computing real wages we have to 
take these into account. • * 
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(5) The possibility of extra earnings has also to be,, 
counted. If the number of working hours in .any occy^a- 
tion is small, the worker may be able to earn something 
extra in other subsidiary occupations. To take ^»n illustra¬ 
tion, teachers may augment their income by writing in the 
journals. 

(6) Regularity of employment of the worker is a factor 
in determining real wages. When the employment is for the 
whole year, though at low money wages, it may compare 
favourably with another occupation where, though the wages 
are high, the employment is only for a part of the year. 

Prospects of success, and of promotion in the future and 
good treatment by the employer may induce workers to 
accept lower wages than those obtainable elsewhere. The 
distinction between money wages and real wages is important 
when we want to compare the earnings of labour at different 
periods and places. The labourers are well off not because 
money wages are high, but when real wages are high. 

How wages are determined 

The subsistence theory : This theory of wages owes its 
origin to the Physiocratic School of France, which flourished 
in the eighteciitli century. The German economist, Lassalle, 
christened it as the Iron Law of Wages or the Brazen Law of 
Wages. 

According to this theory, wages are settled by a bargain 
between employers and labourers. The masters being a few 
in number can combine and dictats wages, whereas labourers 
having no reserve hal^e to accept whatever W^ges they are 
paid. But the wiiges cannot fall below the subsistence level 
—the subsistence level being the level wHich just maintains 
the worker and his family. If it falls below that level, the 
workers will riot be able to many and to* maintain families. 
After a generation, death would reduce the number of 
workers,—there being insufficient births to fill up the gaps 
caused by death. The supply of labour will fall short of 
demand and the level of wages would go up. It cannot 

rise above the subsistence level. If it does so, the labourers 

( 

will marry early and the number of workers will increase. 
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The supply being greater than demand, wages will again fall 
trKhe subsistence level. , 

• It is evidently |j>ased on the Malthusian theory of popula¬ 
tion. It i^ erroneous, as it argues, that an increase in wages 

will necessarily mean an increase in the 
ba^d^ on^MaUhu- birth rate. This assumption is false as has 
Sian theory of becii pointed out previously. An increase 
* ^ iM wages may be generally accompanied by 

a rise in the stam^rd of living. Another criticism which may 
be advanced against the theory is that with few exceptions, 
the subsistence level is more or less uniform for all classes of 
workers. Hence the theory cannot explain the differences of 
wages among the different classes of labourers. Lastly, it lays 
emphasis on the supply side of labour, and the demand for 
labour which is. also an equally potent factor in determining 
wages has not received consideration in this theory. 

The standard of living and wages : The idea of a 
subsistence level was abandoned towards the second half of 
the nineteenth century and in its place was substituted the 
idea of the ‘standard of living’. The underlying idea of this 
theory was that wages tend to conform not to the subsistence 
level, but to the standard of living to which a class of 
labourers was habituated. The standard of living is consi¬ 
dered to be the fundamental cause determining wages. Not 
only must a group of labourers receive j^s wages what arc 
sufficient to maintain the worker and his family, but the 
wage^ must be such as to keep the labourers in that standard 
to which they arc accustomed. It is virtually a modification 
of the subsistence theory of wages. Standard of living means 
much more than mere subsistence level. It means not only 
the necessaries of life, but a possibility of receiving a certain 
amount of education, of obtaining a certain amount of 
comfort and loisuse at regular intervals. * 

Interpreted in a sense the .theory may be true. There 
are two ways in which the standard of living may affect the 
level of wages. First, “an established standard of living will 
cause workmen to stick more stubbornly to a demand for 
what they regard as decent wages.” But it should be ppinted 
* out that the wages cannot be maintained by these means at 
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a point above the marginal worth of the labourers. Secondlv^ 
the standard of living may affect wages by affecting me 
marginal productivity of the workers. This it can do in two 
ways. It is well-known that a close correlation exists be¬ 
tween the standard of living and the efficiency of the 
workers. A higher standard of living which enables work¬ 
men to have more nourishing food, better homes, freedom 
from worries, etc.,—increases their efficienq^ to a large extent. 
Thirdly, the standard of living may influepce the marginal 
productivity by setting a limit to the number of population. 
If the wages do not cover the standard of living, the labourers 
may be unwilling to marry and have children. The supply 
of labour in that group will fall off; as a result its wages 
would rise. 

But if the theory means, as some of the upholders of the 
theory would have us believe, that the standard of living is a 
direct cause in determining wages, then the theory may be 
subjected to a number of criticisms. First, the standard of 
living is but one of the conditions determining a higher rate 
of wages, the others are a high productivity of industry, 
improvement in the arts, increasing capital, etc. Secondly, 
a high standard of living and a high rate of wages are 
mutually interdependent. As a high standard of living may 
cause high wages, so also high wages are a condition prece¬ 
dent to maintaining a high standard of living. Thus there 
is arguing in a circle. Thirdly, Cannan argues that the 
history of civilisation is a history of the gradual rise of the 
earnings. The upholders of the theory cannot argue that 
the rise in wages takes place because the standard rises, since 
the essence of the idea of a standard is somctliing that the 
workers have become accustomed to form habit. Lastly, the 
theory takes no account Of tj^ic demand for labour and its 
influence on determining the remuneration of labour. It 
is a purely supply theory and as such is one-sided. 

To conclude, the theory may be accepted as true with 
some qualifications. The influence of the standard of living 
on wages is mainly indirect. It is direct in so far as the 
standard of living increases ‘the efficiency of workers and 
thus the productivity of the industry as a whole and in so 
far as it can increase the bargaining power of the worker. 
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Residual claimant theory : According to Walker, the 
WOTkcr is the residual claimant of the products of industpy. 
Wages, according to him, equal the whole product, minus 
rent, interost and profit. Rent, interest and profit arc deter¬ 
mined by their own laws. But as there is no specific law by 
which wages arc determined, the workers get what remains 
after deducting rent, interest and profit. If, by the increase 
in the efficiency of, the workers, the product increases, they 
would get more as wages. The hopeful feature about this 
theory is that it is not so pessimistic about the future of 
labour as the subsistence theory. Tliis is essentially a pro¬ 
ductivity theory inasmuch as it holds that labour gets wages 
out of its own products, i.e., from its own contribution to 
the national dividend. The more the worker produces, the 
more will be obtained by him. 

But this theory is defective inasmuch as (a) it cannot 
explain how the trade unions by combining labourers can 
raise wages from time to time ; and (b) secondly, it takes no 
account of the relative scarcity and abundance in the supply 
of labour in relation to its demand and the influence of the 
supply side in determining the prices of labour, (c) Thirdly, 
if you can explain rent, interest, and profits by the help of 
supply and demand theory or a marginal productivity theory, 
wages can also be similarly explained. 

Wages-fund theory : Based on an idea of Adam Smith, 
the Wages-fund theory reached its full development at the 
hands of Mill. “Wages,” according to Mill, then, “depend 
upon the demand and supply of labour; or as it is often 
expressed, on the proportioh between population and labour. 
By population ’is here meant the number only of the labour¬ 
ing classes, or rather of those who work for hire ; and by 
capital, only circulating capital,, and not even the whole of 
that, but the part which is expended in the diyect purchase 
of labour.” Thfe wages-fund, or the part of capital spent in 
the direct hire of labour was fixed, being the result of saving 
or accumulation in the past. This fund constituted the 
demand for labour, and the average rate of wages was deter¬ 
mined by dividing the fund by the number of workmen. 
Hence it follows that if the genefal rate of wages is to. rise, 
'either of the two things must happen;—the fund must 
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increase, or the supply of labour must diminish. But the ' 
increase of the fund is rather a slow process, because savk'igs 
increase slowly. Hence came the natural corrollary that.if 
labourers were to better their conditions, they must restrict 
the number of their children. Further, if any group of 
labourers succeeds in exacting higher wages, the only result 
will be that other labourers would get less. 

I’he theory was attacked by Longe and Thornton, and 
it was the latter’s criticism that led to Mill’s celebrated 
recantation of the theory. Later on Cairnes tried, in 1874, 
to defend the theory. The demand for labour, according to 
Mill, is contributed by the amount of circulating capital. 
Hence it follows that the demand for commodities is not 
demand for labour. That is, when people buy commodities, 
tliey spend money, whereas the demand for labour comes 
out of a part of their savings embodied in circulating capital. 
I’hc statement was unhappy. The demand for labour is a 
derived demand, i.e., derived from the ultimate demand for 
commodities. Wiien the demand for-commodities is high, 
employers expect brisk trade, and offer more employment to 
labour. Conversely, when the trade is bad. Moreover when 
people spend the whole of their income, labour is engaged 
in burning out finished consumable goods. When people 
save and invest, labour is engaged in making producer’s 
goods. Hence the difference between spending and invest¬ 
ing is only a difference in the direction in which labour 
would be employed. In the long run,, of course, had people 
saved and invested more, the supply of tools, machinery, 
factories, etc., would have been increased and improved. 
This increase id the aids to labour would have augmented 
the productivity, and hence the wages of labour. That is 
perhaps the only truth in this very circuitous statement. 

But the ^most fundamental, criticism of the theory is 
that the amount of ^;he wages-fund was not fixed and pre¬ 
determined, except in the very short 
The funds devoted period. The fund may be conceived of 
iabour”is not^fixed. either as a stock of money, or as a stock 

of goods. • The volume of money in a 
country is a^ highly elastic fund, being dependent on the 
expectation of profit or loss, and on the policy of the banks.' 
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.When trade is brisk, and the employers expect good profit 
th<fty would lay out more sums in hiring labour. Conversely, 
when trade is depressed, the process is slowed down. 
Similarly, ^the stock of goods destined for labour, or the 
volume of circulating capital is not absolutely fixed. The 
stock of goods may be fixed for the time being, in the sense 
that the food-supply that is required for the subsistence of 
labour is more or less fixed for a season. But it is not fixed 
for all times. Similarly, the volume of circulating capital 
is a highly elastifc fund, varying quickly as a result of the 
activities of the investing public, according as they find it 
more attractive to invest and so advance as capital a larger 
part of their present incomes, or to spend a larger part of 
their incomes on “a Rolls Royce ; or an extra month on the 
Reviera.” So the wages-fund is a highly elastic fund. Its 
actual volume depends on the very prospect of employing 
labour profitably. The truth is that the amount which the 
labourers can draw out of the fund depends on what they 
themselves put into b;, as well as on the competition of the 
employers. If labour is highly efficient, the national dividend 
will be higher and the share going to labour will be higher. 

Marginal productivity and wages^: The modern theory 
of wages is an application of the fundamental principles of 

the theory of value to labour. Just as the 

Wages equal the value of a commodity tends to equal its 
marginal net pro- . , i • i* • -i ^ 

duct of labour! marginal utility to the individual, so given 

the supply of labour, its wages will tend to 
equal the marginal productivity of one unit of labour to the 
employer. The marginal met product of one unit of labour 
is equal to the value of the output that remains when one 
unit of labour is added to or withdrawn from a business, 
assuming that the supply of other co-operating agents is kept 
fixed and that the business is organised in the most eco- 
i^omical manner in all cases. Assuming no change in the 
supply of the other co-operating factors of production, and no 
change in the price of the product of labour, the employment 
of more and more units of labour in a firm will increase the 
product at a diminishing rate.4 The employer will go on 

* See before Chap. XXII. 

19 
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adding more and more units of labour; the productivity 
per worker diminishes, until a point will come when the 
value of the increase in the product due to the employme,nt 
of the additional unit of labour is equal to the )yages paid 
to the worker. That unit of labour is the marginal unit, 
and since all units are, by hypothesis, of equal efficiency, 
its rate of wages will settle the rate paid to every other unit. 
If the wages are above the marginal net product of labour, 
the employers will curtail the employment they offer to 
labour. Similarly, if the wages arc below* the net product, 
the employers will bid more for the services of labour. 
Hence in order that equilibrium may exist i.e., in order that 
business may neither expand, nor contract, wages must be 
equal to the net product of the marginal labourer. 

It should be clearly understood that the marginal 
labourer is not necessarily an inefficient labourer. He is a 
“worker of normal efficiency whose additional output repays 
the employer with normal profits (of course after paying 
wages) and no more.” He is marginal,,in the sense that the 
addition of him to the labour force equals the supply of 
labourers upto the number which the employer considers 
worth employing at the current rates. 

o Of the many criticisms advanced against the theory 
(discussed elsewhere),^ the most serious is that it fails to take 
account of the influences acting on the supply-side. A wage 
is not merely a price paid for a factor; it is also the income 
of a labourer and as such, reacts on bis efficiency. Wages 
must not only be equal to the marginal product of labour, 
it must also be adequate to support his standard of living. 
If the wages do not' cover the standard of living of the 
workers, then either the standard will be lowered, in which 
case his efficiency will suffer, and the marginal net product 
will fall or the birth-rate will decline, the supply of labour 
will fall, resulting in an increase in the marginal net product. 
Hence we cannot ignore th^ reactions of-payment of wages 
on the supply side. c 

It should be noted that the theory assumed the exis¬ 
tence of perfect competition, in the labour market. In real 


• See before Chap. XXIV. 
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,life, competition in the labour market is ’seldom perfect. 
Masters are everywhere in a sort of tacit combination, as 
, against labourers. On the other hand, a 

srfong trade union may form a monopoly 
in the supply of labour. As the market 
for labour is imperfect, the actual wage-rate will be different 
from the marginal net product of labour. We should also 
take account of the improvements in industrial technique 
and organization, because these have been the principal 
source of increase of wages. We must also take account of 
the influence of the simultaneous increase in the supply of 
other factors, notably of capital, which is after all the normal 
case. Hence the theory takes many things as constant. It 
does not, therefore, furnish a complete explanation of wages. 
It merely “throws into clear light the action of one of the 
causes that govern wages". 

Recent advances in wages theory : It is now being 
increasingly recognized that the labour market is character¬ 
ised by the existenct of imperfect competition. Because of 
industrial concentration, the total number of buyers of 
labour is never large, and labour markets are broken up into 
many sub-markets, in any one of which only a small fraction 
of the buyers of labour are situated. In the advanced 
western countries, the selling of labour has been concen¬ 
trated into monopolies on account of the establishment of 
strong trade unions. It is the union which bargains collec¬ 
tively with the employers or the employers’ organizations to 
settle the rates of wages. So labour markets are characterized 
by the presence of monopsony or oligopsony with competi¬ 
tive selling ot labour. Or, there may be bilateral monopoly 
(one trade union negotiating with one employers’ association) 
or bilateral oligopsony (a few buyers of labour dealing with a 
few trade unions). The actual rates of wages are often the 
^resultant of these* influences. • 

The general‘effects of monopsony on the pricing of a 
service supplied by many sellers have already been discussed 
in Chapter XIX. Let us suppose that a single monopsonist 
employer in a certain coal area is buying the services of 
miners. In such cases, the monopsonist will pro,duce a 
smaller output, pay a lower wage And empfoy less labour 
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than a competitive employer would have done. This is^ 
du/i to the fact that as he tries to increase his output by 
employing more labour, he will have to pay higher wages 
to draw labour. As a result, his marginal'costs will be higher 
at each wage rate. So he will equate marginal cost with 
marginal revenue at higher levels. The extent to which 
wages will be depressed below the marginal net product of 
labour will increase as the mobility of labour decreases in 
that market. 

The influence of oligopsony (or few buyers) on the wages 
of labour will depend upon the extent of collusion or con¬ 
currence of action among these employers. If there is perfect 
collusion, the effect on wage rates will be the same as in 
monopsony. If there is no concurrence of action among 
them, this will tend to raise wages above the monopsonist 
level, the actual rates being, however, indeterminate. 

Workers are now organized into trade unions, and 
bargain collectively with the employers. Whether there will 
be a sellers’ monopoly or not will depend on the policy 
pursued by the union. If the union successfully pursues 
the method of “closed shop”, such a labour monopoly may 
raise wage rates above the competitive level. If the em¬ 
ployers also organize for purposes of labour bargaining, this 
will give rise to a strictly bilateral monopoly situation. The 
actual wage rates may then be somewhere between the high 
limits set by the monopolist seller and the very low levels 
fixed by the monopolist buyer.® 

“Wages stand for the marginal discounted product of 
labour” : This is Prof. Taussig's theory of wages. He 
would not accept the ‘specific or the marginal productivity 
theory; for, in Kis opinion, there is no specific product 
ascribable either to labour or to capital. ‘ There is a joint 
product—the fruit of the co-opergtion of labour and capital. 
From this joint product, it is impossible io isolate the, 
separate contributions of eacli of the two factor^ He would 
go further and say that capital was itself not a separate factor 
of production. It was the embodiment of past labour. These 

• Stiglcr, The Theory of Pfice, pp. 291-301. A. N. Ross, “The Trade 
Union aS a Wage-Fixing In^itution/’ American Economic Review, Sept., 
1947, pp. 566-86. 
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fruits of past labour—the capital-goods—are owned by a 
separate body of persons,—‘capitalist-employers’ as he called 
tljein. Capital is thus congealed previous labour. Though 
organizati(jn was a separate factor, its rewards “are best 
regarded as simply a form of wages*.’’ Hence the same 
principles would determine the rewards of past as well as 
present labour, hired as well as independent labour. 

Now, labour, past and present, hired and independent, 
in co-operation with each other produces a joint output on 
*the marginal land, i.e., land on which no 

marg^Vi^^tput?^^ P^id. Since the marginal land, for 

economic purposes, makes no contribution 
to the output, this output he calls the “marginal output’’ of 
labour of all kinds. The marginal product can be measured 
in two ways. It may be the output produced by some specific 
unit of labour.* It can be definitely measured,—“You can 
put your finger and say, here it is’’. This is called the 
discrete margin. The other type of marginal product is 
called “conceptual’’.. It is the addition to the total output 
made by “anyone of a number of units, yet from no parti¬ 
cular one’’. When a group of workers is employed in a 
factory, the total output is increased. But we cannot demar¬ 
cate the specific product turned out by each labourer. ,We 
cannot put our finger on the actual things produced by the 
worker. But we can measure his marginal output, i.e., the 
addition made to the total product as a licsult of employing 

one; worker. The labourers cannot get the 
piu^dfscoum^?^'^^ amount of the marginal output. For, 

production takes time. Labour is a future 
good in the ^nse that by employing labour, one cannot get 
the final product immediately, but only'after a period of 
time. In the meantime the labourers must be supported. 
It is the function of the c^italist employers to support the 
Jabourers by g<vir% them advances. They cannot, therefore, 
hand over tlfe full amount of,the output to the labourers. 
They would .deduct a certain percentage from the final 
output on account of the advances they have made, and hand 

* Principles. 3rd Edn. p. 164. Also see p. 131. “The theory of wages 
should consider the remuneration of every wrt of labour . . . .*of such 
independent workmen as well as .... of a hired labourer.” 
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over the rest to' labour. This deduction, or discount takes 
place at the current rate of interest. Thus wages are equal 
to the total product of labour on the marginal land minus 
the amount discounted on account of thb advancp. 

Such is then Taussig’s theory of wages. He himself 
sees two difficulties in his theory. First, it is “a dim and 
abstract one remote from the problems of real life." But, 
as he himself states, it is no special defect of his theory. All 
theories of wages—nay, all economic generalizations suffer 
from this defect. Secondly, to come to the more serious 
objection, the joint product is discounted at the current 
rate of interest. But according to him, interest depends 
simply on the excess of what the labourers will produce in 
the future over what is advanced to them in the present; 
hence "the rate of interest would result from the process 
of advances to the labourers.” Thus the rate of wages and 
the rate of interest are determined by the same process of 
advances. Hence if we assume the rate of interest, we know 
at the same time the rate of wages. 'Fo determine wages by 
discounting at the current rate of interest would be thus 
arguing in a circle. He meets this difficulty by arguing that 
we can determine the rate of interest by the rate of time- 
preference independently of marginal productivity. And 
with the interest thus determined by time-preference, we can 
discount the marginal product of labour. But this solution 
of the difficulty is merely evading the issue thus raised. 

Taussig has been criticised on thje ground that he is 
inconsistent. Since he himself states that we cannot efeter- 
mine the marginal product of labour, then how and what 
would we discount? But this misconceives the Vrue meaning 
of his theory. Though he used the expression 'marginal 
product of labour’, he did pot mean by it the specific product 
ascribable to labour. He merely meant the joint product 
of labour, past' as welf as present, determilied*-at the margin^ 
of cultivation, where there is ho rent. He use'd the expres¬ 
sion ‘marginal’ only to exclude any rent element, or any 
exceptional profit, or monopoly gains. 

His theory is a residual, claimant theory. That is, it 
states that after rent, interest and profits are deducted from 
the total outpUt the refnainder goes to labour as wages. As 
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such, it suffers from all defects of the re’sidual claimant 
theory. 

, But the great defect of his theory is that it fails to take 
account of the infliltnces that determine the supply of labour. 
It takes the supply of labour as fixed, and then determines 
its marginal product. In this respect, the theory marks no 
advance on the marginal productivity theory of wages.® 

Differences in, wages : The usual theories of wages deal 
with the factors^ that determine the general rate of wages. 
They do not take account of the fact that the rates of wages 
vary greatly from occupation to occupation. What is the 
explanation of these differences in wages? 

Let us start with the following assumptions ; labourers 
are equally efficient, and the choice of occupations is free and 
any worker can enter any profession he likes. Will there be 
any difference of wages under these assumptions? Certainly 
there will and that on account of the following reasons, which 
were stated by Adam Smith in an admirable chapter of his 
book. 

(a) Agreeablencss or diagreeableness of occupations. 
Wages for a disagreeable occupation must be higher than 
those for an agreeable occupation, otherwise no one would 
enter the former occupation. “The most detestable ot all 
employments, that of public executioner, is, in proportion 
to the quantity of work done, better paid than any common 
trade whatever.” 

'(b) The ease and cheapness of the difficulty and expense 
of learning it. Some occupations require a longer time to 


* According to Mr. Hicks, this theory can be teld valid if we assume 
that the period of production is variable. Now one of the factors of pro¬ 
duction which is necessary to co-operate with labour is circulating capital. 
Taussig’s difficulty arises from the ^act that he assumes the period of 
production as constant. If then* the amount of lalxms slightly increases, 
there must also ^)e some increase in the amciunt of circulating capital, 
even though other factors arc kept cbnstant. Hence the cost of this addi. 
tional circulating capital must be deducted, i.e., discounted from the 
marginal produot. But there is no reason why we should suppose that 
the period of production is constant. If more labour is then associated 
with the same amount of circulating capital, the period of production will 
be shorter. And the additional product need not be discounted as no 
extra circulating capital is required. Thus it is perfectly correct to explain 
wages by the theory of discounted marginal productivity. Sec Hkks, The 
Theory of Wages, p. 17 footnote. * 
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learn, and a much more expensive course of instruction to 
go, through than others. Earnings from such employments 
must be higher than those from others which require less pr 
no training. *• ^ 

(c) The constancy or inconstancy of employment. If 
work in any occupation is intermittent, the rate of wages 
must be higher than in occupations where work is constant. 
In the former occupations workers have to remain idle on 
occasions, and wages earned during the working period must 
be high enough to leave a surplus with which they could 
maintain themselves during the idle period. 

(d) The small or great trust which must be reposed in 
those who work. “The wages of goldsmith and jewellers are 
everywhere superior to those of many other workmen .... on 
account of the precious materials with which they arc en¬ 
trusted. The salaries of managers of corporations are said 
to be high because they accept heavy responsibility. 

(e) The probability or improbability of success. Where 
there are chances of total failure, the reward must be high 
enough to cover the risks of failure. But if the occupation 
holds out hopes for a few great prizes with the coveted dis¬ 
tinction of a conspicuous position in the public eye, it usually 
attracts competitors in such large numbers that the average 
remuneration may be very low. The best example is that of 
law. 

« 

(i) These are the causes of differences in wages, which 
would persist even if all labour is of equal efficiency, afid if 
there is perfect mobility of labour.*. But all workers are not 
equally efficient. ♦ And* some are endowed with great native 
ability, while there are others whose ability is of the lowest 
type. Wages would, therefore, be different, depending upon 
the ability of the workers. * 

■y, The assumption that there is perfect ihobtlity of labour,^ 
that the workers can enter qhy occupation is certainly far 

removed from actual life. .Mobility be- 
Factors deter- tween the different occupations is very 
labour imperfect. This is due first to the ignorance 

of the workers who do not always know the 
monetary andnon-mon^tary advantages and disadvantages of 
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diflFerent occupations. Lack o£ mobility is also due to the fact 
that most labourers find it difficult to change their places of 
residence, and cannot always go to distant places in search 
of higher wages. A third reason is the existence of what is 
called specificity. People who acquire skill for a particular 
job only cannot suddenly shift to new occupations. A man 
trained as an electrical engineer cannot take up the job of 
weaving rugs. ^ 

The obstaclp to free movement of labour from one 
occupation to another give rise to the presence of non¬ 
competing groups of workers. Society is 

Non-compeiing divided into several fairly distinct groups, 
groups of labour . , uj-'j - 

and wages. A rough examination would divide society 

into five such groups. The lowest group 
comprises the common day-labourers. This group is charac¬ 
terised by lack of special skill and special training. The 
second group is composed of semi-skilled workers, who, while 
not needing much skill and training, yet bear some respon¬ 
sibility, and must have some alertness of mind. To the 
third group belong the skilled workmen and the upper 
group of clerical workers and salesmen. In this class are the 
expert carpenters, electricians and the like. To the fourth 
group belong the middle class people. The highest group 
is that of the professional men and business executives. To 
this class belong engineers, accountants, lawyers. These 
various groups are non-competing in the sense that those 
born or placed in a particular group usually remain there 
and do not compete witl^ other groups. The barriers be¬ 
tween these gnoups are not impassable f yet these are barriers 
which only the ablest pass. The influence of environment, 
the force of example and imitation, family atmosphere—^all 
tend to keep a youth in the oceftpations to which his parents 
belong. The children of Tiabourers generally do not get 
much training and education and they have also fewer 
opportunities. ,On the other hand, the children of the higher 
income groups get more expensive training and education, 
and their opportunities are better. The individual belong¬ 
ing to the lower groups may attain to higher groups,if he 
*has got more than ordinary ability. ‘This is rare. Hence 
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« 

the higher the social group, the less crowded it is and its 
easnings are correspondingly higher.* 

Why wages of women are lower 7 Women as a class 
get lower wages than men. What is it Aue to? / 

One cause of low wages is that they possess, in general, 
less physical strength and endurance than men. Another 
cause is that most of the girl workers are not permanent 
workers. They do not generally take to,any profession for 
good, but only for a limited period, and, look forward to 
marriage. So they take up that sort of work which can be 
quickly learnt. 

But the most important cause of low wages is that very 
few occupations arc open to women. Choice of occupations 
is not free for them. Custom and lack of training also have 
shut them out from many occupations. And in those occu¬ 
pations, which are open to women, there is consequently a 
relative oversupply of workers and hence lower wages. 

Lastly, it should be noted that women have weaker 
bargaining power. They arc mostly temporary workers, and 
they have evidently smaller responsibility for dependents, 
since they have not, except in unusual cases, to support a 
family. Hence they arc not easily organized into trade 
unions. They, therefore, get lower wages than men. 


' * For a good discussion' of this topic, see K. Boulding, Economic 
Analysis, pp. 196-203. * 



CHAPTER XXVII 

* 

SOME LABOUR PROBLEMS 

Trade unions : We have already commented on the 
peculiarities of the labour supply. Labour has no reserve, 
and like time, it will not keep. If the labourer withholds 
his labour it is lost for ever. He must work or starve. He 
is not- in a position to hold out in the hope of exacting a 
fair price for his labour. Moreover, he has generally an 
inferior knowledge of the market conditions or of the pros¬ 
pects of trade. He is therefore at a great disadvantage in 
bargaining with his employer. The trade union is an orga¬ 
nization which'puts him on a footing of equality with his 
employers as regards bargaining strength. 

A trade union is, according to the classical definition of 
Sydney and Beatrice Webb, ‘a continuous association of 
wage-earners for the purpose of maintaining or improving 
the conditions of the employment.’ The functions of a trade 
union are therefore to maintain the position and conserve 
the advantages already gained by the workers and secondly, 
to attempt to advance the cause of the members. It is a 
militant organization designed to fight for the cause of the 
worker. It is also a ministrant association, a benefit orga¬ 
nization, providing sickness and accident benefits, support¬ 
ing the worker when he is temporarily out of work. 

Trade unions and wa^es : The main concern of the 
trade unions fs still with the question of wages. Originally 
it was thought, especially by the labour ’leaders, that the 
trade unions helpe’d workers to^ obtain higher wages. 'Lhey 
neutralise the bargaining \\iieakness of the wage-earners and 
gnable them to*exa*ct higher wages from the employers. (3n 
the other hand, it* was argued, by the classical economists 
that trade unions could do nothing to increase the level of 
wages. If wages are maintained at an artificially higher 
level profits will shrink ; savings»will fall off and businessmen 
will be unwilling to continue in business any more. , As a 
' result, the rate of wages will fall. * 
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Trade unions may affect the general level of wages in 
two ways. First, they help the workers to obtain the full 

value of their marginal net products frojn 
Can they raise the employers. Under perfect competition, 

the general level of V -n ^ j ^ i 

^ages? i^^te of wages will tend to equal the 

marginal net product of the labourers. But 
competition is seldom perfect in the labour market. The 
weak bargaining power of the worker makes it improbable 
that in all cases he will get his true marginal worth. The 
trade unions will correct his bargaining weakness, and so 
enable him to raise his wages to the level of the full value 
of his marginal net product. Secondly, trade unions may 
help in increasing the marginal productivity of the workers. 
It should be noted that the marginal productivity of labour 
depends also on the efficiency of the employers, i.e., on the 
proportion in which labour is combined with capital, natural 
resources and other agents of production. The efficiency of 
different employers is different. There is therefore always 
the possibility of increasing the productivity of labour by 
screwing up less efficient entrepreneurs to the level of the 
more efficient. In this way they may be successful in driving 
up the general rate of wages. A fall in the rate of profit 
on invested capital may induce businessmen to continue 
longer in business, or to put forth greater enterprise and effi¬ 
ciency so as to lead to a general improvement in the organiza¬ 
tion and management of the whole industry. The trade 
unions may alter the marginal productivity of labour 
indirectly by influencing efficiency of the wage-earners. They 
may foster habits of sobriety, honesty, etc., and help the 
younger generation to acquire industrial skill. As the effi¬ 
ciency of the workers increases, their marginal product and 
wages will also rise. ^ 

Lastly, a trade union may be able to increase the 
marginal productivity of a particular group of labourers, by 

suitably restricting its supply. The condi- 
group? * tions under which it will be able to do so 

have already been stated in our discussion 
of the case of joint demand. First, the demand for that 
group, must be inelastic. In other words, the success or the 
failure of a trade union will depend on the elasticity of 
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substitution. The more easily the employers can substitute 
that kind of labour by other resources (say, by substituting 
nvachines for labour), the less will be the power of the union 
to force its^ demand. Secondly, the demand for the commo¬ 
dity which that group helps to produce must also be inelastic; 
thirdly, the total wages of that group must form a very small 
part of the total costs ; and fourthly, other factors are ‘squeez¬ 
able.’ If any of these conditions is fulfilled, a particular 
group may be in a position to raise its wages. But in the 
long run, it is doubtful whether it will succeed in its purpose. 
The high cost of employing labour will induce the employers 
to search for substitutes, or to invent machinery for doing 
the work done by that group. The demand for labour will 
fall off, and so also its rate of wages. 

Right to strike : The main fighting weapon of the 
trade unions is the strike. Just as the employers can terro¬ 
rise the workers by the threat of discharge, so the trade 
unions can force the hands of the businessmen by their 
threat of strike. The»right to strike is therefore the counter¬ 
part to the right of discharge. 

“A strike is a concerted withdrawal from work with the 
design of securing return to the same employment under 

better conditions than are offered at che 
Is there an un- time by employers.” The aim of the 
sirfkS*^ strikers is to go back to their old jol)s 

again on their own terms. Around the 
question of the right, to strike, a great controversy is still 
going on. In private employments, there is no doubt that 
the workers should possess full freedom of going on strike 
when they th*ink that the conditions of employment are 
unbearable and the employers are adamant with regard to 
the claims of the workers. But what about the right to 
strike in public and quasi-public industries? ^ It is argued 
tjiat a strike and th*e consequent cessation of work in one of 
the essential public* services, lika the railways, water supply, 
etc., cannot be. countenanced by the community. There is 
no doubt that the community is entitled to see that the 
operation of the vital industries is not paralysed. In return, 
it must guarantee to the workers reasonable conditions of 
’employment. It must open up effecifive channels through 
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which the grievances of the workers will be given proper 
hearing and properly redressed. It must organize, if possible, 
joint committees, or work councils composed of the represen¬ 
tatives of workers and employers so that the former would 
iiavc a voice in the determination of the conditions of work. 
The right to strike is not an inherent right, but a right 
limited by the greater right of the community. 

Agencies for industrial peace ; The cyil effects of strikes 
and the losses they entail both upon employers and employees 
are obvious. Is it not better, on the principle that preven¬ 
tion is better than cure, to organize business relations in 
such a way that the necessity of strikes is minimised? Among 
the schemes that have been suggested as remedial measures 
the prominent are profit-sharing, sliding scales, and work 
councils. 

(a) Profit-sharing: It is a method whereby the em¬ 
ployees receive a portion of the profits of any business 
concern. I'he surplus that remains after deducting the 
expenses of a business is shared between employers and 
employees either in proportion to fifty-fifty, or in proportion 
which the total interest bears to the total wages. Sometimes, 
the shares of workers are not handed over to them directly, 
but invested in the business to the account of the workers. 

Much was at first expected from this scheme. It was 
thought that it would bind the worker more closely to the 
firm ; that it wouM improve business relations, and minimise 
industrial disputes ; that it would provide a greater incentive 
to the labourers to increase their output, not to waste mate¬ 
rials and to be more, careful abotit the machinery. In this 
way, the outpuf will increase to the benefit of the employers, 
employees and society. But these expectations have not 
materialized. It has not pi^evented strikes from occurring. 
It is disliked by the trade unionists because it is usually 
adopted with a view to weaken the trade'* unions and to 
wean away the workers from their unions. Moreover, it 
is argued that profit-sharing must involve loss^sharing. Profits 
do not always depend on the efficiency of workers and em¬ 
ployers, but on other factors as well. For example, a slight 
fall in the price may wipe out the profits altogether. Since 
the workers are paid a share of the profits, they must also 
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take a share of the losses too. The prospect for the wide¬ 
spread development of methods of profit-sharing is not 
therefore very great. 

(b) Sliding scdles: The essence of these schemes is 
that the rate of wages should vary with changes in the price 
of the product in accordance with a previously stipulated 
ratio. There is generally a basic rate of wages correlated to 
a basic price. If the price rises, wages would rise by a given 
proportion. In this way the workers are made to share in 
the good and bad times of the business. There is generally 
a minimum rate below which wages shall not be allowed to 
fall. Sometimes, the sliding scale is based upon profit. If 
the profits rise above a certain percentage, the wages should 
also rise by a given degicc. It may also be based on the 
cost-of-living index-numbers. If the cost-of-living rises, wages 
should automatically rise. 

The sliding scales have been criticised on the ground 
that “there seems no valid reason why the wage-earner should 
voluntarily put himself in a position in which any improve¬ 
ment of productive methods, any cheapening of cost of 
carriage, and advance in commercial organization, any lessen¬ 
ing of the risks of business, any lightening of the taxes or 
other burdens upon industry, and any fall in the rate* of 
interest—all of which arc calculated to lower price—should 
automatically cause a shrinking of his wage.” This shows 
the necessity for revising the basic rate (If wages when the 
fundamental business conditions undergo changes. The 
adoption of sliding scales would remove some of the diffi¬ 


culties of the wages question. ^ 

(c) Worlis council: The essence of this scheme lies in 
the recognition of the claim of the workers to a share in the 

determination,of the conditions of employ- 
whit ey Counci s. jj. formulated, in the report 


gf the famous Whifley Committee of England in 1917. First, 
works committee are organized in each firm, composed 


usually of equal number of representatives of workers and 


employers. Sometimes they consist only of representatives of 
workers with opportunities of ready access to the head of 
management. Regular joint meetings are held at which 
’all outstanding questions are discussed. Secondly, District 
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Councils arc organized composed of the representatives of 
trade unions and of employers in the industry. 

The Works Committees, also known as Whitley Coun¬ 
cils, have tended to produce greater harmony among workers 
and employers. By associating the worker with some aspect 
of the actual conduct of business, they have tended to develop 
a greater sense of responsibility among the workers. Disputes 
seldom reach the breaking point, and are settled by voluntary 
discussion before they reach the breaking point. 

Settlement of disputes : But in spite of the best endea¬ 
vour, industrial disputes will sometimes occur. Therefore 
some machinery must be devised whereby these disputes can 
be settled. The two outstanding methods are conciliation 
and arbitration. 

(a) Conciliation : The essence of the scheme of con¬ 
ciliation is that the two parties to a dispute should come 
together, discuss and finally settle their disputes. Since it 
may be difficult to obtain the consent, of the parties to the 
appointment of a Joint Board at the time when the dispute 
has already broken out, it is better to have Permanent 
Boards of Conciliation for the settlement of differences. In 
India, the Industrial Disputes Act of 1947 gave the Govern¬ 
ment the power to appoint a Conciliation Board to enquire 
into any dispute on the application of one of the parties. 
Given sufficient goodwill on both sides, these Boards may 
prove useful. 

(b) Arbitration : The central idea of the schemes of 

arbitration is that the disputes are referred to an outside 
authority for decision. Arbitration may be public or private. 
It may be voluntary or compulsory; i.e., the parties may or 
may not be obliged by law to refer their disputes to arbitra¬ 
tion. Lastly, the decision of the board of arbitration may not 
be binding upon the parties or may be legally binding upon 
both. i 

If the parties privately agree upon referring their 
disputes to an Arbitration Board and upon abiding by its 
decision, much is gained thereby. There is also a vast gain 
in pride and temper ; “it enables parties to withdraw without 
loss of pride from the'bellicose attitude.” 
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Under public arbitration, the government may simply 
appoint an arbitration board on the request of the parties,or 
m|iy require both to refer disputes to a Board before any 
strike or lock-out. The Board first tries to bring about a 
settlement'between the parties; failing, it conducts a 
thorough investigation into the dispute and publislies a 
report containing its recommendations. The recommenda¬ 
tions may not be binding upon the parties. But it is urged 
that the pressure of public opinion will force the parties to 
accept them. In Australia and New Zealand the recom¬ 
mendations are binding upon the parties. A strike or a 
lock-out is punishable by fine or imprisonment. But it may 
be difficult to enforce such decisions in the face of strong 
oppx)sitiori from any group. 


20 



CHAPTER XXVIII 

PROFITS 


'The term, “profit” is usually understood to mean the 
difference between the total sale-proceeds obtained by a 
businessman and the total expenses o£ production. It is the 
surplus that remains in the hands of the businessman after 
paying rent, wages, interest on borrowed capital, etc. This 
profit is regarded by the economists as gross profit. It 
includes many things which, according to the economists, 
should not be classified as profits. Gross profits, or the 
difference between the total sale-proceeds. and the actual 
outlay on capital, etc., include:—(a) rent on land, owned by 
the employer himself, and the difference between economic 
rent and the actual rent paid in respect of other lands. A 
person may not always pay the full economic rent in respect 
of a land held by him, and his profits arc thus swollen by 
such excess gains, (b) Interest on capital. The interest that 
the employer has to pay on the borrowed capital is usually 
dtiJuctcd by him from his gross .sale-proceeds before deter¬ 
mining his gross profits. But he does not always deduct the 
interest on his own capital that he has invested in his 
busine.ss. (c) The remuneration of the entrepreneurs as 
such. The sum that remains after deducing the former two 
items is the proper income of the entrepreneur. 

Even this income that rcmaihs after deducting the first 
two items is not regarded as profit by the economists. 

According to them, this income includes 
EarniriRs of man- the tamipgs of management, i.e., the 
fi7. , entrepreneur remuneration for managing, 

organising and co-ordinathig the work of 
the concern. This remunev'ation is equal to the sum which 
the businessman would have obtained, had he been employed 
in suitable work by someone else. Hence this income 
should be classed not as profit, but as wages. These earnings 
of management are best regarded as a part of the normal 
cost of production. Trofit is the difference between price 
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and the normal cost of production. This will be evident if 
we study the profits of a joint-stock company. In such a 
CQinpany, the actual work of managing and superintending 
the business is entrusted to salaried managers. The salaries 
of these managers arc included in expenses. The profits 
that are distributed among the shareholders do not, 
therefore, include earnings of management. 

Profits are, thotefore, the income which the entrepreneur 
obtains on the following counts. First, profits include some 

reward for risk-taking and iincertainty- 
Eleincntsin Scaring. One of the main functions of 

profit. o 

the entrepreneur is to assume the risks 
of jjrodiiction. And for this risk-taking he gets some income. 
Secondly, profits include some income which the business¬ 
men manage to secure cither on account of their monopolistic 
control over the supply, or because of the existence of 
imperfect competition. In real life, every businessman is 
often able to secure some monopolistic or semi-monopolistic 
control over the marlccts. Hence he is often in a position to 
charge a slightly higher price than would be possible under 
jxirfect competition. He, therefore, earns some extra 
income. The existence of market imperfections may swell 
the profits in another way. Competition in the market for 
labour or for any other factor of production may be, and is 
often, imperfect, as a result of which the employer is in a 
position to exploit the situation and pay those factors an 
amount of remuneration which is less than the values of 
their respective marginal^ net products. Thirdly, profits 
often contain large amounts of fortuitous gains. These gains 
arise from mere good luck in certain enterprises. A sudden 
shift in demand mi^y drive up prices, and so may bring large 
gains to the entrepreneurs. • 

Theories o& profit ; Tlie doctrine pf profits is the most 
unsatisfactory* part, of economic theory. It is an elusive, 
uncertain incoyie which defies attempts audefinition. Various 
theories have been advanced to explain the nature of profit. 
We shall examine them one by one. 

Rent theory of profit : This theory was first devejoped 
*by Francis. A. Walker. He first intrdcluccd th*c distinction 
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between a capitalist and an entrepreneur into English eco¬ 
nomic theory. The possession of capital is not the indis¬ 
pensable qualification of an entrepreneur. An entrepreneur 
is a person who only manages his business without advancing 
any capital. 

According to Walker, profit is the rent of ability. Like 
the differences in the fertility of different grades of land, the 

abilities of different businessmen are also 
Profils—the re- different. There are entrepreneurs, like 
Siiity?^ superior belong to thc ablest grade of 

producers. At the bottom, there arc entre¬ 
preneurs who barely manage to cover their costs of produc¬ 
tion. And in between these two classes there are infinite 
gradations of ability. Just as rent arises because of some 
differential advantage, either of fertility, or of situation, 
possessed by a piece of land, so profits arise because of some 
exceptional ability or exceptional opportunity of the entre¬ 
preneur. Like the no-rent or the marginal land there is also 
the no-profit, or the marginal entrepreneur, who just 
manages to cover his costs of production by selling his output 
at the current prices. His abilities arc marginal. Entre¬ 
preneurs of higher abilities earn profit, which is measured 
from thc no-profit level. Hence profits, like rent, do not 
enter into thc price of the product. 

It should be noted that, according to Walker, the wages 
of management, i.e., the amount which the entrepreneur 
could have earned as a salaried manager in a competitive 
market, should not be included in profits. “Profits hot in 
excess of wages we have agreed to*-considcr no profits at all.’^ 
Hence the criticism of Walker's theory on th*e ground that 
there cannot exist a no-profit entrepreneur, because every¬ 
body must obtain normal jparnings in the* long run is beside 
the point. 

The theory may. provide a measure df profit, but it does 
not provide an explanation ‘ of the nature of profit. The 
most serious criticism of the theory is that k. overlooks the 
important function of the entrepreneur as a risk-bearer. 
From the profits of the entrepreneurs, we must deduct the 
losses^sustained by some others, who have been driven to ban¬ 
kruptcy. When this is done, there will be found no surplus* 
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element in profit, and the analogy to rent vanishes. More¬ 
over, it fails to explain the profit of the ordinary shareholder 
a joint-stock company. Another most fundamental 
criticism is^ that the theory does not even explain the main 
causes of the size of profits. T he differential gain arises 
because of the scarcity of tlie superior units, either of land, 
or of entrepreneurs. But the real thing is the explanation 
of the causes of th^ scarcity of the superior units. In the case 
of the rent of l^nd, the point is not of great importance 
because the limitation is due to nature. But the analysis of 
the causes that limit the supply of the .superior entrepre¬ 
neurs will furnish the real key to the problem of profits. 
“Hence the rent theory of profits can throw no light on the 
fundamental questions.” 

Moreover, *it cannot be .said that profits do not enter into 
price. "I’he reward for risk-bearing must enter into long- 
period cost of production. In the shtjrt-pcriod, profits may 
not enter into price^ But in the long run, the supply of 
entrepreneurs being not fixed by nature, the normal profits 
must form part of the cost of production. 


Profits and wages : A large group of economists regard 
profits as remuneration for the exercise of business ability. 

Taussig and Davenport are the two most 
Profits are deter- prominent advocatcs of the theory. Profits, 
way as wages. according to Taussig, are best regarded 

, simply as a form of wages.” The business¬ 

man’s income is extremely irregular, and is a surplus that 
remains after^meeting the expenses o^ production. Yet it is 
not due to chance. Continued success is dqp to the po.ssession 
of some qualities^—skill and ability in organization and 
shrewdness in meeting risks. The reward for these qualities 
is profit, and rewards are analogous to wages o^/ing primarily 
/o two reasor^.* First, the entvepreneilr’s activity as such is 
still a form of labour,—a sort of mental labour, marked 
perhaps by many peculiarities, among which the most 
striking ones are manifest in undertaking risks and un¬ 
certainties. The barrister’s and the physician’s earnings are 
^ classed as wages, though the predominant elenjents in their 
activities are more or less mental,—‘shrewdness, judgment. 
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etc. The entrepreneur’s abilities are almost of a similar 
sort, and hence profits should be regarded as wages. Secondly, 
“salaried posts of management have a very wide range-— 
foremen, superintendents, general managers, presidents. A 
process of transfer is constantly taking place between the 
salaried ranks and the independent business managers. Both 
are affected by causes of the same sort.” Hence the theory 
of wages “should consider the remuneration of every sort of 
labour .... of such independent workmen as well as .... of 
a hired labourer.” 

The theory furnishes both an explanation of the nature 
of profit, as well as a justification of profits. But it over¬ 
looks the real distinction between profits and wages. Wages 
arc fixed and stipulated incomes ; profit is an irregular, 
uncertain income. 

There are at least three reasons why profits should be 
distinguished from wages. First, the most prominent func¬ 
tion of the entrepreneur is the assumption of risks and 
uncertainties. The wage-earners have of course to assume 
some risks. The industry for which they have been trained 
may be declining, and so they may lose their jobs. But the 
risks of the businessman are much larger in number and 
greater in intensity than those of the workers. Secondly, 
the element of chance or fortuitous gains forms a greater 
portion of profits than of wages. In other words, the true 
earnings of effort form a very large part of wages, and often 
a small part of profits. Lastly, profits* arc often swollen on 
account of the imperfections of competition, whereas im¬ 
perfect competition often tends td depress wages below the 
marginal net pr6duct. Selling in an imperfect market the 
businessman is often able to charge slightly higher prices 
than would be possible binder perfect competition. The 
error of identifying profits with wages becomes apparent 
when w'e analyse the net incomes of joint-sfbek companies. 
Their profits and earnings of management are essentially 
different. The ordinary shareholders do not exercise any 
particular function in connection with the business. They 
are predominantly risk-beavers. Owing to these reasons 
“there is a scientific necessity for treating differently profits 
and wages.” * 
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* RUk-bearing and profits : Almost every-writer is agreed 
that profits arise because of the risks inherent in the pro¬ 
ductive organization. Hawley’s name* is 
are the prominently associated with this theory, 
taking. According to him, the most essential func¬ 

tion of the entrepreneur is risk-taking. 
Risks are inherent in all business, and the assumption of 
risks is necessary if production is to continue. But the bear¬ 
ing of risks is unpleasant and irksome. Hence risks would 
not be borne without the expectation of a reward. Profits 
are the reward for the risks that the entrepreneur bears. And 
the remuneration must be something more than the average 
normal return on the capital risked. For, no one would 
subject himself to risks if, on the average, he gets only the 
normal return to be obtained from safe investments. Hence 
the reward for*risk-taking must be higher than the actuarial 
or the average value of the risks borne. 

Moreover, the risks will act as a deterrent to the entrance 
of men into the enterprises. In this way, the supply of 
entrepreneurs willing to embark on risky businesses is 
diminished, and those who venture and survive, secure an 
excess return because of the limitation of competition. 

Very few economists would deny that profits include 
remuneration for risk-taking. But that does not mean that 
risks should take the whole stage to tlie exclusion of others. 
Profits, of course, go to the person who assumes risks, but do 
not go only as compensation for the risks in proportion to 
their magnitudes. On tlje other hand, as Carver points out,^ 
profits arise •not because risks are borne, but because the 
superior entrepreneurs are able to reduce risks. Hence para¬ 
doxically it may* be said that businessmen get profit not 
because of the risks they bear^ but because of the risks they 
do not bear., Further, according to Knight, not all kinds 
* of risks give»rise to profit. There arc certain risks which are 
‘known’ in the sense that their average incidence can be 
measured by statistical methods. For example, the average 
risk of death in a community can be statistically determined, 

• Carver, Distribution of Wealth, p. 274, 
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and a sum can be fixed as premium to cover such risks. 
There are other risks whose incidence is unknown, i.e., not 
det*crminable by statistical methods. The remuneration, or 
premium for known risks is not profit but is included in the 
costs of a business ; whereas profits are a surplus above costs. 
Profits arise on account of the assumption of unknown risks. 
Lastly, it is doubtful how far there is a real cost of risk-taking. 
'Lhere seems to be little evidence to show that the bulk of 
the entrepreneurs must be paid some additional reward so 
as to induce them to take up a risky busiiiess. All that is 
necessary is that they should know that they may make large 
profits in such businesses. Many people remain in business 
because they value their independence. They wish to give 
orders, not to receive them. That such a position may be 
attended with risks may not deter them from managing their 
own business. 


Uncertainty-bearing: and profit : Modern theories of 
profit maintain an inevitable connection between profit and 
uncertainty-bearing. I'he assumption 'of uncertainty, like 
that of waiting, is a disutility and must therefore be 
rewarded. Just as it is the function of the capitalist to 
supply waiting, so it is the peculiar function of the entre¬ 
preneur to bear the uncertainties of production. Profit, the 
income of the entrepreneur, is therefore the reward for 
uncertainty-bearing. 


Distinction be¬ 
tween risk and un¬ 
certainty. 


ilf 

Uncertainty has been defined by one writer as “the 
expectation of the irregularity of income.” Knight maxes a 

distinction between risks and uncertainties 
in this way. Not all kinds of lisks give rise 
to uncertainty. There are some risks, e.g., 
the risks of death, whose average incidence 
in a community is statistically measurable, and to cover 
which a premiam may be fixed.* These arec'risks’ proper, 
and do not generate a feeling of uncertainty. There are, 
however, other risks„which cannot be foreseen^ or measured 
in that way. These risks give rise to uncertainties. And in 
order to induce people to shoulder these risks, we must offer 
them a reward over and above that expected in industries 
where there are no uni^ertainties. That reward is profit. 
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Uncertainty-bearing has been regarded as a factor of 
production like waiting. The unit of uncertainty-bearing 

has been defined by Pigou as “the exposure 
Uncertainty-bear- oi one pound to a given scheme of un- 
certainty in an act the consummation of 
which occupies a year.” The demand for 
various units of uncertainty-bearing comes because they are 
productive. This productivity of uncertainty-bearing is best 
illustrated by Pigbu’s example of breaking the vases. Un¬ 
certainty-bearing* i.e., people’s willingness to assume un¬ 
certainties has a supply price, depending (a) on the character 
of the entrepreneurs. Men of cautious temperament will be 
attracted only by a very high reward, while gamblers will 
rush in where wise men will fear to tread. It depends (h) 
also on the total amount of resources possessed by investors, 
and (c) on the* proportion of these resources to be exposed. 
Richer persons are more willing to venture into risky invest¬ 
ments. When a business requires the investment of a smaller 
proportion of the tqlal resources, a person may be willing 
to risk it for a smaller reward, while he will expect a higher 
profit when it will absorb a greater part of his capital. 

Moreover, uncertainty-bearing as a factor is .seldom 
found in isolation. One must have something to lose when 
one is assuming risks. That something is generally capital. 
This association of uncertainty-bearing with capital is another 
source of profit. In many cases it is difficult to find a combi¬ 
nation of these two factors. Men who are willing to a.ssume 
risks'may not |X)ssess capital, while rich persons may prefer 
safe investments. Persons who combine these two thus 


possess a strategic advantage and earh some revenue which 
is of the nature of quasi-rent. * 

'Phe first criticism that has been urged against this theory 
is that uncertainty-bearing is rtbt a separate factor of produc¬ 
tion. If only »we accept the doctrine ,of real* cost,—that all 
'costs are ultihiately reducible ipto pains or disutilities, then 
we can rank ijL as a separate factor. But modern opinion is 
not inclined to accept the doctrine of real costs. The fact 
that labourers working in disagreeable circumstances may 
obtain higher wages does not constitute disagreeableness into 
a separate factor. So the fact that ^entrepreneurs have to 
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produce in uncertain circumstances does not constitute un¬ 
certainty-bearing as a separate factor. It is merely a charac¬ 
teristic of the entrepreneur-functions ,—a characteristic which 
results in increasing the supply-price ot capital and enter¬ 
prise. In a risky business, people expect a higher reward. 
That is all. 

Further, uncertainty-bearing cannot furnish the sole 
explanation of profit. It may be the most distinctive func¬ 
tion of entrepreneurs, but it is not the only function. There 
are also other features,—the entrepreneur’s capacity for co¬ 
ordination and innovation for which a reward is expected. 
Lastly, uncertainty-bearing is only one of the forces that limit 
the supply of the entrepreneur class. There are also other 
influences, e.g., the different elements of social stratification, 
and the environment which are as patent in limiting the 
supply of entrepreneurs as uncertainty-bearing. 

Marginal productivity and profit : The remuneration of 
every factor of production is determined by the theory of 
marginal productivity. The employer’s remuneration is 
taken to be due to his business ability. Profits would tend 
to equal the marginal net product of one unit of the factor 
—organization. 'I’he marginal net product is “the amount 
which the community is able to produce with his help over 
an^ above what it could produce without his help.” Writing 
in the Economic Journal, Chapman^—came to the conclusion 
that profits tended to equal the marginal social worth of the 
employers, in exactly the same sense in which the labourer 
got his marginal net product to the employer. The only 
difference is that the marginal net,, product of a workmen is 
determined directly, v/hereas “the forces bearing upon the 
employer’s remuneration operate indirectly and more 
tardily.” Edgeworth arrived at the same conclusion by 
another process. “Normally* it may be presumed that an 
independent entrepreneur does nbt make less than a manager 

of like abilities, and perhaps he does not make'more.If 

the remuneration of the manager is just equal to the amount 
which he produces, then the remuneration of the entrepre¬ 
neur is not very different from the amount he produces”.* 

* Remuneration of Employers. Economic Journal, Dec., 1906. 

• Papers reUtiing to Political Economy. Vol. I, p. 30. 
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The main difficulty about explaining profit by marginal 
productivity is that the unit of the factor, organization, is 
tjot infinitesimally small. Rather it is inconveniently large. 
And so the withdrawal of one entrepreneur might mean the 
disorganization of the whole business. It becomes difficult 
to measure the marginal net product of the services of the 
entrepreneur. Moreover, while the productivity of other 
factors is measured directly by the entrepreneurs, that of 
entrepreneurs themselves is measured indirectly, ‘in a more 
haphazard fashion by the immediate action of their own 
competition.’ Hence the measurement is not exact, if not 
impossible. 

The dynamic theory of profit ; J. B. Clark, the cele¬ 
brated American economist, explained [)rorits by saying that 

it was due solely to dynamic changes. The 
Profits solefy function of the entrepreneur, according to 
diuangcs! him, was quite distinct from that of the 

labour of management and superinten¬ 
dence, or from that.of the risk-bearer. It is the function of 
the pioneer—the creative agent who is instrumental in 
effecting changes in the economic organization. 

Profit is the difference between the selling price and 

the cost. If competition works out its full effect, and no 

new changes occur in the economic organi- 

Profits disappear zation, each factor would secure what it 
in static state. 

would produce, and th« selling price would 
be equal to the cost. Hence there would be no profit above 
the wages of superintendence. Profits, therefore, tend to 
disappear in the static* state. In the static state, Clark 
assumed five kinds of changes to be^ab.sent. First, there is 
no increase in the number of population ; secondly, the 
supply of capital^is not increasing; thirdly, the methods of 
production do not changq; fourthly, the forms of business 
organization remain the same; and lastly, the wants of the 
consumers arc not modified. 'In such a static state, the price 
would always be equal to the cost of» production of each 
commodity. Profits, being the surplus above cost, would 
vanish. 

But it is the special function of the entrepreneur to 
disturb this equilibrium. An entrepreneur. By means of his 
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superior co-ordinating ability, will lower the costs and thus 
secure profit. The typical dynamic change is an invention. 
The adoption of an invention will enable the entrepreneur 
to produce at a lower cost. He obtains a ‘profit. But sooner 
or later, competition sets in; other entrepreneurs adopt the 
invention; output increases; and price falls. Moreover, 
owing to the competition of the entrepreneurs, the rates of 
wages and interest rise. That means that the costs rise also, 
until the costs and the price become equal j profit then dis¬ 
appears. Profits are thus unstable and temporary. They are 
the offspring of change as also the incentive of changes. The 
pioneer-entrepreneur, who boldly dashes out into a new path 
enjoys a surplus temporarily. But soon the competition of 
others forces him to surrender his profit to the community, 
either in the form of higher wages, or higher interests or 
lower prices. 

“The ultimate goal of the whole movement (of any 
dynamic change) is a no-profit state.” In the stationary state 
therefore, where frictionless competition* exists, profits would 
tend to a minimum. In actual life, however, changes are 
constantly occurring, and the influence of competition is 
impeded by constant friction. Entrepreneurs, therefore, are 
alw^ays able to secure profits. 

One criticism of the theory that has been advanced by 
F. A. Knight is that not all types of dynamic changes give 
rise to profit. Chauges which happen regularly, and which 
are, therefore, foreknown would be discounted in advance, in 
the same way as the average incidence of death in a commu¬ 
nity is statistically determined and* a premium is fixed for 
those risks. The financial results of these foreseen changes 
will be determined and included in the costs. It is only 
those changes which cannojt be foreseen, and which are un¬ 
predictable that give rise to pro§t. Taussig criticises this 
theory on the ^ound .that it makes an arfificlal distinction 
between profit and earnings/of management. “Even the 
routine conduct of established industries calls for judgment 
and administrative capacity, and for the exercise of the same 
faculties that are more conspicuously and more profitably 
exercised under conditions of rapid progress”.* In the static 
* Taussig. Pnnciples, Vo!. II, p. 129. 
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state, the entrepreneurs would secure wages'of management. 
The reward for risk-taking would disappear if risks are non¬ 
existent in such a state. The major part of the risks would 
not of course exist; but a certain number of risks, for 
example, Che risks of loss by fire, by the negligence of pro¬ 
ducers, or the risks of defalcation by employees, (i.e., 
Marshall’s personal risks) would remain, and a reward must 
be given for their assumption. 

Conclusion : * The defect of all these theories is that they 
lay emphasis oii particular aspects of the functions of the 
entrepreneurs to the exclusion of others. Profit, liowever, is 
not a homogeneous income. The entrepreneur perforins not 
one function, but a composite function, e.g., risk-taking, 
uncertainty-bearing, planning, selecting, deciding, etc. Hence 
no single theory would be adequate to explain the true 
nature of profit. Moreover, mere analysis of the functions 
of the entrepreneurs, as is done in the theories, cannot 
explain the emergence of profits. The true theory of profit 
must also explain wljy the supply of entrepreneurs is limited. 
For, if capable businessmen were as plentiful as manual 
labourers now are, their reward would not be much higher 
than the common day-labourer’s wages in spite of their 
performance of various functions. But to explain why,the 
supply of entrepreneurs is limited is to explain the present 
social organization and the present social stratification. It 
must explain why qualities essential to, entrepreneur func¬ 
tion, viz., imaginatipn, judgment, skill and ability in orga¬ 
nization, shrewdness in meeting risks, a certain courageous 
self-confidence, are limited; how much of this limitation is 
due to natufal causes, and how much due to environmental 
causes. The theory must also explain wlfy prices sometimes 
rise above costs aftd give a windfall profit. Clark’s emphasis 
on dynamic changes is valuable in this respect. Some atten- 
^ tion must alsc»be^iven to the courses pf monetary or cyclical 
disturbances* which leave in their trail profits or losses. The 
theory of profit must, therefore, touch at one point, the 
facts of social stratification, and at the other point, the theory 
of money. , 

Justification of profit i At the hands of socialists, profits 
have been severely criticised. All vjUuc, according to Marx, 
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is due to labour, and must go to labour. The surplus value, 
which is profit, is something taken away from the shares of 
labour. Profit is therefore “legalised robbery.” 

There is no doubt that there are many elments in actual 
profits, which cannot be defended. The employer may swell 

his profits by paying to the labourers less 

Some elements in than their marginal worth, or by 'sweating’ 
profit cannot be i i i i r. • -i • u- 

justified. ^he helpless workmen. Privileges yielding 

valuable financial benefits may be obtained 
dishonestly. The industrialists may bribe the legislators into 
passing tariff legislation. On the stock exchange gambling 
and unscrupulous manipulation of the market may enable 
persons to become rich. Monopoly profits may be secured 
which are in many ways unjustifiable. There are innu¬ 
merable other ways in which large sums can be collected by 
foul means. Nothing can be said in defence of these types of 
profits. 'Fhcy result often from the low commercial morality 
of the people. 'Flie proper remedy for such practices is full 
freedom of competition and the improv^cment in the moral 
spirit of the public. 

But the condemnation of these types of profits does not 
also mean the condemnation of normal profits earned by 
honest work. They are the inevitable outcome of the insti¬ 
tution of private property. Just as you must pay people for 
waiting, so you must also pay them for risk-taking and 
uncertainty-bearing.) The entrepreneur, by assuming risks, 
and by directing the productive organization, renders useful 
services to the society for which he must be paid. The 
services of businessmen are no less valuable than those of 
workers. By his superior organising ability, by his boldness 
and sagacity in shduldcring risks, an entrepreneur increases 
the productivity of the economic organization by a greater 
ratio than would have been pdssil^le otherwise". Profits have 
been the spur to progre.ss under the present organization of , 
society and to stop profits ivould mean - the abolition of 
progress. Of course if we abolish private property, the 
payment of profits will not be necessary. But the abolition 
of private property raises other questions which will have to 
be discussed in another place. 



CHAPTER XXIX 

THE DISTRIBUTION OF INCOME 


We have discussed how the share of each factor of pro¬ 
duction is determftied. This study of functional distribution 
*is quite distinct from that of personal dis- 
dihtn- tribution. An individual may derive his 
income from several sources. His income 
may be partly rent, and partly interest, wages or profits. A 
study of the distribution of the national income among the 
individuals of a country is highly significant for certain 
purposes. It ‘will enable us to know the answers to the 
questions as to the material conditions of the masses. 

One fact which stands out prominent in connection with 

our study of the distribution of personal incomes is the 

extreme inequality of incomes. This is 

^ borne out by the studies in the distribution 

comes. . ! . 

of incomes in various countries. From the 
figures collected by Lord Stamp in his Wealth and Taxdble 
Capacity, we find that the richest 1*3 per cent of the income 
receivers of England possessed 24-2 per cent of the incomes 
in 1920, while 71*3 per cent of the income-receivers received 
only^29 per cent of .the total income. In all, nearly 95 per 
cent of the income-receivers obtained barely 60 per cent of 
the total, while 40 per cefit was taken by less than 5 per cent 
of the income-receivers. This is ^so borne out by the 
statistics of income distribution in the U^S.N. In 1926, the 
lowest income group included 2’89 per cent of the people, 
and they received only ^^1 per cent of the total incomes. 

, On the other* hahd, the richest 1 per cent feceived 18 per 
cent of the total,- while nearly 48-4 pier cent of the lowest 
income-receivers received barely the • same amount. In 
India, according to the estimate made by Shah and Khambata 
in 1913, 5 per cent of population of British India enjoyed 
one-third of the national income. Another one-third of the 
national income was taken away fey 35 pdt cent of the 
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population. 60 per cent of the people obtained about 30 
per cent of the total income of the country. 

There is another fact to be noted in this connection. 
According to the findings of Stamp and Bowley in England, 
the relative distribution of the national income has remained 
substantially the same for the last hundred years. The 
increase in the per capita incomes which occurred during 
this period was shared almost equally by all classes. In other 
words, while the rich becoming richer, the poor are not 
becoming poorer. 

The distribution of wealth is also very unequal. In the 
U.S.A., according to the figures published by W. J. King,^ 
57 per cent of the adults who died between 1921-1923 left 
no property to be probated. 24*79 per cent of the dead left 
property worth less than $1,000 each. 37*6 per cent, left 
property worth between $1,000 to $5,000, while 2*2 per cent 
left property worth over $100,000. Ir England, 94 per cent 
of the property-holders own less than £1,000 worth of 
property. The wealthiest 2 per cent own 67 per cent of the 
total wealth. 

Inequalities of incomes may be said to be based on the 
inequalities in the distribution of wealth. But such need 
not' be the case. Many professional men may earn high 
incomes, but they may not possess large properties. The 
cultivators possess some property in the form of land and 
live-stock. But thMr incomes are usually very low. It 
should be noted that such extremes in the distribution of 
incomes do not mean the same difference in the scales of 
consumption. The upper and the middle classes consume 
a relatively smaM portion of their incomes, and save a large 
portion of the income. So the scales of consumption do not 
show the same wide divergence as those of incomes. Never¬ 
theless such inequalities of income lead to the growth of 
inequalities in the discribution of wealth or property. 

Such inequality of incom'cs means a grave danger to the 
peace and progress of the society. Persons with 'large incomes 
are able to control the course of production. They own the 
factories, the mines, etc. Thus a small number of persons 
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have the power to control the destiny of tfie millions who 
possess no properly and so must accept jobs at the biddjng 
o{ the rich. The state of affairs is incompatible with demo¬ 
cratic principles which are based fundamentally on the 
equality of* men. Such extreme inequality introduces an 
element of instability in the social order. As Aristotle 
pointed out long ago, there is no more potent cause of 
revolutions than extreme inequalities. 

The main caifses of such inequality of incomes are three. 
The cause is, first, the difference in the natural abilities 

possessed by different men. Tlie men who 
equality" gifted with high natural abilities suc¬ 

ceed in earning high incomes. Secondly, 
the differences in incomes are perpetuated through the 
system of inheritance. When the successful businessman 
dies, he leaves (behind him a vast property which is inherited 
by his heirs. Lastly, the system is also perpetuated becau.se 
of the influence of environment and opportunity. Those 
who inherit projierty.also inherit new and better opportuni¬ 
ties in life. They are likely to secure higher incomes. 

The baneful effects of such inequality are admitted by 
the vast majority of writers. All progressive states have 

taken steps to reduce this inecpiality-of 
tion^of i^cquaUiy^ incomes because taxes are levied at steeply 

progressive rates, taking a large slice of 
the income in taxes as the income rJses. Transfer of 
property after death ,is heavily taxed through death duties 
with the re.sult that the large.st accumulations of property 
are substantially reduceck The resources that are taken 
from the riclfer classes through taxes‘are spent by the gov¬ 
ernments in bringing increased benefits to Ihe poorer classes. 
Old age pensions* sickness insurance schemes, maternity 
benefits, free schooling an^ free food to the poor school 
children,—these arid many other methixls are Adopted by the 
modern states*to ease the lot of the unfortunate section of the 
population. Minimum wages laws have been passed to 
assure at least living ^vage to the workers. Powers of the 
monopolists are strictly controlled .so as to prevent the 
growth of monopoly profits, one important source of great 
’ fortunes. . * 

21 



CHAPTER XXVIII 

*• 

THE NATURE AND FUNCTIONS OF MONEY 


Definition of money : Money is a concept which we all 
understand, but which it is not easy to define in exact terms. 
Most definitions of money take as their starting point, not 
the substance, but the functions of money. ‘Money is that 
which money docs.’ Any particular thing is money if it 
serves the primary function of money, ix., if it serves as the 
medium of exchange. Thus anything which has general 
acceptability, which passes readily from hand to hand in 
the settlement of debts and transactions is inonev. 

j 

Inconveniences of barter : The advantages or uses of 
money are best understood by considering the system in 

which money is absent. Such a system 
Advantages of the juices the form of barter,—the direct 

use Oa XDOliey ■ ^ 

exchange of goods against goods. What 
are the inherent difficulties of such a system? M'he first 
difficulty is the lack of coincidence in the wants of buyers 
and sellers. The producer of jute may want shoes in 
exchange for his jute. But he may find it difficult to get 
hold of a shoe-maker who is also willing to exchange shoes 
for jute. The second difficulty under the barter system is 
the absence of means of sub-division. How to exchange goods 
of unequal value? A shoe-maker probably wants a loaf in 
exchange of hiff shoes', but the exchange value of a piece of 
loaf is but a fraction of that of a pair of shoes. Shoes cannot 
be sub-divided without destroying their va'lue. Thirdly, there 
is a want of a measure of value ^in a barter economy. Each 
article must Have as many different values as‘ there are other 
articles for which it is to be exchanged. When thousands of 
commodities are produced and exchanged there will be an 
infinite number of exchange ratios. Want of a common 
denominator by which to express exchange ratios is keenly 
felt by everybody at this stage. Money obviates all these 
difficulties. ‘ 
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_ • 

Functions of money : The functions of money are 
manifold. To quote a well-known couplet, ' 

“Money is matter of functions four 
A nicdium, a measure, a standard, a store.” 


The first and foremost function of money is that it 
serves as a medium of exchange. Instead of exchanging goods 

for goods, goods arc exchanged for money, 
cxchan^*^^*^ jf'he lack of double coincidence of wants, 

which is the chief stumbling block in 
barter, is wholly eliminated in a money economy. The 
producer of a commodity sells it for money and distributes 
his income among different things so as to get maximum 
satisfaction out of his income. Money as a commodity not 
only helps the, consumer, it also helps the producer. It 
enables a producer to concentrate his attention solely on his 
occupation and thus to add more effectively to the general 
flow of goods and services which constitutes the real income 
of the society. • 

The second function of money is that it serves as a 
measure or .standard of value. The value of each commodity 

is expressed in terms of money—a common 
value denominator. The exchange of all articles 

is facilitated in this way. Money is the 
measuring rod for measurement of the value of each com¬ 
modity. 'riie ideal standard of measurement is one in which 
the measure is a stable one for all times to come. As one 
foot indicates a certain amount of length, as one pound 
indicates a certain amount of weight for all times to come, 
so a unit of money expresses a certain amount of value. But 
the fundamental defect of money as compared with other 
standards of measurement is that the value of a unit of 
money fluctuates from time to time, and thus is not an 
^deal standard 6f rheasurement. • 

The third function of money is that it serves as a 
standard of deferred payments. Lending'and borrowing are 


common features in every business com- 
munitV- Debts-are contracted for a period 
of time which may be short or long. 7"here 
must be a unit for calculating these \iebts. ^y providing 
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such a unit money greatly facilitates borrowing and lending. 
It. is thus one of the factors which have built up the vast 
economic organization of modern times. 

A fourth function of money is that it serves as a store of 
value. Gold and silver, which are selected as money 

materials, are less perishable than any 
(d) Store of value, commodity in the world. Wheat or 

any other product which will command^a value cannot be 
stored for a long period. Money obviates this difficulty. 
One can store purchasing power for a long time by keeping 
it in the form of money. Thus it would seem that value 
can be stored by hoarding money. We generally hold 
money in reserve against future payments. 

Modern economists are laying stress on another aspect 
of money, its liquidity. Since by definition, money is the 
most generally acceptable commodity, it is also the most 
liquid of all resources. Possession of money will enable one 
to get hold of almost any commodity in any place and 
money never lacks a buyer. People may refuse to accept 
other commodities ; but they will seldom refuse to accept 
money, or to sell goods against money. Hence money is 
the most liquid of all resources. It is this peculiarity which 
distinguishes money from all other commodities. A pre¬ 
ference for liquidity is a preference for money. The 
Keynesian theory of interest is built up round this peculiarity 
of money. 

i 

Qualities of good money : If we study the hislory of 
money, we shall find that all corls of commodities like 
tobacco, tea, cow, coVvris have been used as‘money at one 
time or another.* But in course of time all other commo¬ 
dities were discarded iy favour of gold and silver. Now 
what are the special qualities of gold and silver which have 
led almost ali countries to use them as money? The main 
reason is that these two m,<5tals satisfy all the qualities o*f 
good money. 

The first and foremost quality of good money is 
portability or ease of transport. The material must contain 
high value in small bulk, so that the cost of transport from 
place to place may not be prohibitive. Silver, and more* 
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particularly gold, fulfils this requirement fti a pre-eminent 
degree. 

The second quality of good money is its general accept¬ 
ability. Apart from its use as money, it must have other 
uses which it will be highly demanded and will be readily 
acceptable. Gold and silver, apart from their monetary uses, 
have considerable demand for use in arts and for making 
ornaments. 

The third qifality of good money is durability. It must 
be highly durable and must not deteriorate by wear and 
tear; otherwise the stability of the value of money cannot 
be maintained. ^ 

Fourthly, a good money material must be homogeneous 
and divisible. All coins must be made of the same fineness, 
so that there ^will be nothing to choose between one coin 
and another of the same weight. The material must also be 
capable of division without having any value, so that the 
value of coins may be fixed according to their relative 
weights. Further, such materials should be easily malleable, 
so that they might be stamped with intricate designs. 

Fifthly, such money materials must possess the character¬ 
istics of cognizability, i.e., they must be easily recognisable 
and distinguishable from other materials. They must* be 
known either by sight or by sound or the touch, otherwise 
counterfeiting will be rampant. 

Lastly, money materials should have a stable value over 
a considerable period of time. As money is the standard by 
which we measure the .values of other commodities, it is 
highly desirable that the standard itself should be the same 
for long periods. * 

Classification*of money : The first classification of money 
is that between actual mone/and unit of account. Actual 
money is that»by delivery of which aU paymAits are actually 
* made and iif the shape of whith a store of general purchasing 
power is held- Pound, shilling, penco» or the rupee coins 
or notes of our country are actual money. Money of account 
is that in terms of which debts, prices and general purchasing 
power are expressed. Money of account is the description 
’ or title and actual money means thc^thing which answers to 
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this description.* The description may remain the same i.e., 
theoretically the unit of money may remain the same while 
the actual money answering that description might have 
been changed. The unit of account in*our country is the 
rupee. But the actual rupee has varied in weight. Previous 
to 1941, it contained 160 grains of silver. But now it is 
primarily a nickel coin and one rupee note. Without 
‘money of account’, money proper cannot exist in the full 
sense of the term. All debts and contract^ arc expressed in 
terms of the money of account, while payments are made 
in actual money. 

Actual money or money proper is further subdivided 
into commodity money or full-bodied money and repre¬ 
sentative money. Commodity money is that money which is 
composed of money metals, the intrinsic value of the coin 
being equal to its face value. Commodity money is both 
a medium of exchange and a store of value. But there are 
other kinds of money, which circulate freely as a medium of 
exchange, but which are not stores of value They represent 
stores of value, i.e., they are covertible into commodity 
money which are themselves stores of value. These kinds 
of money are best known as representative money. Notes 
extyiiplify representative money. Representative money may 
be issued either by governments in the shape of notes, or it 
may be issued by banks in the shape of bank-notes. 

Representative, money is further divisible into con¬ 
vertible money and inconvertible money, Convertible money 
is actually convertible into coins on demand at a fixed rate ; 
while inconvertible money is not actually so redeemable. 

Another way of dassification is between "legal tender 
money, optional nioney and subsidiary money. 

Legal tender money is that money b^'^ means of which 
any payment can be made id law and the payee is bound 
to accept it. It may jbe made unlimited 'legal tender or a 
limited legal tender. Any mdney which is legkl tender up 
to an unlimited amount is unlimited legal fender, while 
some money may be made legal tender up to a fixed 
maximum amount. A rupee is unlimited legal tender. 
The pound in England is unlimited legal tender, whereas 
shillings are legal tender only upto £2. 
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Optional money consists of that vast amount of monetary 
circulation which, while not legal tender, is generally 
accepted in the discharge of debts and in other payments 
e.g., bank notes, cheques, etc. 

SubsiMary money is that money which is used for 
purposes of small change. Eight anna pieces, four anna 
pieces, two anna pieces, one anna pieces, pice, pies are 
subsidiary money. These coins arc made in small deno¬ 
minations for purposes of small change. They are also made 
of inferior metal, e.g., nickel, bronze, etc. They are generally 
limited legal tender, and are issued only by the government 
in limited amounts. 

Another way of classifying money proper is to divide it 
into standard money and token money. The standard money 
embodies or represents the money of account. It is the unit 
by means of which values of all other media of exchange are 
measured. It is a coin made of the standard metal, gold or 
silver, and its face value is more than its intrinsic value. It 
is also unlimited legal tender. Token money is money 
whose face value is more than its intrinsic value. It is 
characterised by shortness in weight: it is worth less as 
a mere piece of metal than as money. It is generally issued 
only by the government and in limited amounts to kccp.up 
its value. It is also usually a limited legal tender. 

Coins and coinage ; When precious metals came to be 
used as money they were used as rougji ingots, and were 
weighed each time when an exchange was effected. But this 
system was obviously disadvantageous. With the advent of 
the system of coining, coins became homogeneous in fineness 
and weight * and the former disadvantages disappeared. 
Under the mddern system of coinage the‘edges of coins are 
milled to prevent‘abrasion and intricate designs are used to 
prevent counterfeiting. • 

Coinage v#as generally free and gr^tuitou% in every state 
having a staftdard. money;—ftee because any person could 
have any amount of the money metal converted in the coins 
and gratuitous because’no charge was made for the mintage. 

If a charge is made for cohering the cost of converting 
bullion into coin, the charge is known as mintage or brassage. 
If the charge is higher than the actu:|l cost, then the charge 
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is known as seigniorage. The seigniorage may be taken in 
two ways: — (a) a certain proportion of alloy may be inserted 
in coins in place of the precious metal, or (b) a charge higher 
than actual costs of minting may be made. 

The mint price of gold in any country is 'the rate at 
which a gold coin is given by the mint in exchange for gold 
bullion. In England the Mint in pre-war days used to 
accept gold for coinage at the rate of £S 175. 10|-d. per 
ounce, eleven-twelfths fine. As rnintirt^ was free and 
gratuitous, the mint price could not differ much from the 
market price of gold. 

Gresham’s law : During the reign of Queen Elizabeth 
an effort was made to reform the system of coinage of 
England. The Tudor kings before her had put forth 
a large number of debased coins into circulat/on. Elizabeth 
tried to oust these from circulation by issuing new coins. 
But new coins went out of circulation as fast as they were 
issued. Perplexed, the Queen sought the advice of Sir 
Thomas Gresham who gave an explanation of this pheno¬ 
menon. Hence the statement is known as Gresham’s law. 
It should be noted that the law Avas formulated more than 
once before Gresham, so it is difficult to understand why it 
should be named after him. It was McLeod who first 
christened the law as Gresham’s law. 

The law states that “bad money tends to drive good 
money out of circulation, when both of them are full legal 
tender’’. Noav “bad” money does not mean counterfeit, 
debased or clipped coins. It refers to those moneys which 
are inferior or cheapen in substance value. lienee the law 
may be stated in ^mother way. “Moneys which are inferior 
in respect to exchange or substance valu/i commonly show 
greater tenacity in circulation than those which are superior 
in these respe^ts.”^ For example, when pnly gold or silver 
coins are in circulatioh, old wprn out, and ligfiti weight coins* 
are bad money; when metallic coins and paper money are 
in circulation, pap*er money, being- cheaper in substance 
value, is bad money. The question then arises, how does 
good money go out of circiilation? When both good and 


* Taylor —Principles of Economics, p. 407. 
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bad money are circulating side by side, people will generally 
melt good coins and so only bad coins will be lett in 
circulation. If a jeweller wishes to melt a good coin for 
making ornaments, he will generally choose a new coin of 
full weight, rather than one weighing less. The same is also 
true of the exchange dealer who wants to ship gold to pay 
the foreigners. Gold coins of one country arc not legal 
tender in another. Hence gold coins must be melted into 
bullion and sold as such in the foreign country. Since 
foreigners will accept gold coins by weight only, coins of 
full weight will be shipped. Thus good money will dis¬ 
appear through payments to foreigners. I.astly, when people 
want to hoard money, they will naturally prefer to keep 
good coins in hoard. 

The chief cause of this is the fact that the superiority or 
cheapness of different kinds of money is of little importance 
in actual exchange transactions. Coins which are slightly 
short in weight generally have no difficulty in passing in 
trade. Only those, people who are extremely careful will 
notice that they are short; and in the hurry of business, 
very few people have time to notice it. Even if one notices 
it, he does not hesitate to accept it, because he knows that 
he will not have much difficulty in passing it on to someone 
else. Often businessmen cannot refuse to take such coins 
for fear of displeasing their customers. Hence in active 
circulation, bad money serves as well as good money. But 
in other uses, the equality of coins is of some importance. 
For example, the jeweller must melt only the very best 
coins. • 

In order to avoid the operation of this law modern 
governments’ constantly withdraw from circulation old and 
'light coins and replace them by new ones. 

"*"*^^* Operation not only 

• ’when coins are of the sarAc metal, but it 
may be found to* operate under other circumstances as well. 
Under a bimetallic standard when gold and silver coins are 
freely minted and are unlimited legal tender, the over¬ 
valued metal (over-valued at .the legal ratio) tends to drive 
the under-valued metal out of circulation. Thus when the 

t 

market ratio of gold and silver differs from the mint ratio. 
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one or the other metal is driven out of circulation. A similar 
phenomenon was witnessed in India during the pre-war days. 
Both sovereigns and token rupees were unlimited legal 
tender. But all sovereigns put into circutation immediately 
disappeared. The government concluded that India did not 
want gold coins. But the true reason for the disappearance 
of gold was the operation of the Gresham’s law. Rupee was 
a token coin and naturally people would like to make 
payment in token coins and hoard gold. Gresham’s law may 
also come into operation when there is a considerable 
circulation of paper currency side by side with metallic 
money. If, by over-issue or for any other reason, the paper 
currency becomes depreciated, the metallic money goes out 
of circulation altogether. During the war and the post-war 
days many countries had to issue inconvertible paper money 
and the metallic money wholly went out of circulation. 
Thus the law may be found to operate under various 
circumstances. 

The law will fail to operate unde/ the following cir¬ 
cumstances. First, it will fail to operate if the total 

circulation of money including both good 
the money and bad money falls short of the 

actual monetary needs of the community. 
Secondly, it will fail to operate if the community as a whole 
refuses to accept and circulate bad money. In these cases, 
good money will remain in circulation. 



CHAPTER XXIX 


MEASURING THE VALUE OF MONEY 

Index-numbers : The value of everything is measured 
in terms of money. But the value of money cannot be 
measured in terms of money. The latter is usually wanted 
for the purpose of buying goods and services. Therefore the 
value or the purchasing power of money can be determined 
by averaging the prices of a number of selected commo¬ 
dities on which people spend their income. The average of 
the prices of commodities and services on which money is 
spent for various purposes is called the price-level; and a 
series of price-levels is called the Index-numbers. Index- 
numbers arc, therefore, figures of price-levels constructed for 
showing changes in the prices of goods and services in which 
we are interested. They are a kind of statistical average of 
prices of different commodities and services for tlic purpose 
of showing fluctuations in the value of money. When the 
price-level rises, that means a given amount of money buys 
less commodities ; the value of money has fallen. Simila^dy, 
when the price-level falls, the value of money rises. The 
value or the purchasing power of money, therefore, varies 
inversely with the price-level. % 

When we study the prices of particular goods over a 
period, we find that some of them may be rising, while others 
may be falling. Moreover, those which are rising or falling, 
arc moving upwards or downwards at different rates. But 
throughout all these conflicting movements, there is a central 
tendency of the whole group. When this central tendency 
is rising, prices of most .commodities will be rising too, 
though some'may be falling at the isame dmc. It is the 
purpose of the index-numbers to point out this central 
tendency. » 

The main facts about the construction of index-numbers 
are the following:—(a) we must take a base period, and 
prices of other periods are to be compared with those 
of the base period. Then we must select the number of 
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commodities, their prices at different periods, and then 
calculate the averages of prices. To take a concrete example. 


Rice 

per maund Rs. 

6 =100 

Rs. 8 =1.^3^ 

Pulses 

»f If 

5^=100 

„ 11 =200 

Sugar 

»9 99 

6 =100 

„ 9 =150 

Flour 

99 99 

5 =100 

7 =140 

Tea 

per pound ,, 

1 =100 

.. 12 = 137i 

Average 

= 500■^5=--100 


760 5/5^-5=152 1/6 


Tlicrcfore if the average price of five articles was 
represented by 100 in 1939 (the base year), the price-level 
of the same goods in 1940 has risen to 1521/6, i.e., 
by 52-1/G per cent. 

blit index-numbers, constructed according to this 
method, do not show a correct picture of changes in the 

value of money. It ascribes equal im- 

IikIcx miinbCT poi’tance to every commodity. The result 

is often misleading. The price of rice may 
rise in any year by 50 per cent, and that of tobacco may fall 
50 per cent. The average remains the same, and the index- 
number docs not change. But the rise in the price of rice 
will affect the people in a greater degree than the benefit 
accruing from the fall in the price of tobacco. To give 
better results, the different commodities should be given due 
weight in accordance with their importance in national 
consumption. If the importance of rice is four times that 
of tobacco, the price of rice should be multiplied by four 
while that of tobacco by one. To take a numerical illustra¬ 
tion, represent the prices of rice and tobacco by 100 in 1939. 
The average is 100. Next year the price of rice rises by 
50 per cent., while that of tobacco falls by 50 per cent. 
Then in 1940, the price of rice is 150, that of tobacco is 50. 
The average is still 100. The unweighted index will show 
no change. If rice is 4 times more important than tobacco, 
its price should be multiplied by 4. In 1940 the price of 
rice will be 150 x 4, or 600 ; and that of tobacco is 50. The 
average is 130. This index number will, therefore, show 
that the value of money has fallen. This is more accurate 
as a 50 per cent, rise ir the price of rice affects people more 
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than the similar fall in the price of tobacco. The weight 
to be attached to different goods is to be determined, by 
reference to the relative amounts of their income which 
people spend on tltem. 

Devised in this way, index-numbers have been used in 
all countries to measure changes in the average price-level. 

Difficulties in the there are certain practical difficulties 

construction of in- with regard to the construction of index- 
dex-numbers. ^numbers. The first difficulty is with regard 
to the choice of the base period. Care should be taken to 
select the base period, which should be as normal as is 
possible. The question of prices to be averaged raises another 
problem. Most index-numbers are based on wholesale prices 
as it is comparatively easy to collect figures of such prices. 
But ordinary consumers buy goods at retail prices. I fence 
if our index-numbers are to show changes in the purchasing 
power of money, they should be based on retail prices, not 
on wholesale prices. But it is not always easy to get correct 
statistics of retail prices. In recent times, however, attempts 
are being made to devise index-numbers based on retail 
prices, e.g., cost of living index-numbers. There arc also 
certain difficulties in connection with weighting. It is not 
an easy task to determine the weight or the importance of-an 
article in national consumption. The cost of food materials 
assumes greater importance in working class budgets than in 
those of rich persons. The weight to be given to automobiles 
in America will be different from that in India. Moreover, 
the importance of any article in national consumption may 
decline or increase over "a given period on account of the 
relative rise or fall in the prices of different articles. Hence 
the weights will have to be revised constantly, which is a 
source of difficulty. 

The proper selection of commodities is also a perplexing 
^problem. It i5 nefcessary to select a number df commodities 
which should fairly represent the purchasing power of 
money to a class of people. Different classes of people are 
interested in different kinds of goods. Changes in the prices 
of petrol and cars will materially affect the purchasing power 
of money to the rich while they will not mean anything to 
the poor. Even within the same class it seldom’ happens that 
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two people spend their incomes on the same commodities and 
in jhe same proportion. A change in the prices of fish and 
meat will not affect the value of money to a vegetarian and 
a non-vegetarian in the same way, though both may belong 
to the same class of people. Strictly speaking, tVe ought to 
construct a separate index-number of the cost of living for 
every person or family ; on account of differences in customs, 
tastes, size of the family, etc., different families within the 
same group are found to spend their incqpies on different 
bundles of goods. Moreover, even if commodities are 
selected correctly there is no guarantee that they will remain 
the same in quality over a period of time. “A bus ride 
during which you sit down is not the same thing as a bus ride 
during which you have to keep on giving up your seat,” 
though on each occasion you pay the same fare. A Ford car 
of 1920 may be sold at the same price as another Ford car 
of 1935. I.ooking to price alone, the value of money has not 
changed. But if the second car contains many improvements, 
not thought of in 1920, one would certainly be getting better 
value for one’s money in 1935 than would be shown by the 
index-number. 

Another difficulty is introduced by the fact that people 
m&y buy different goods at subsequent periods. New com¬ 
modities may be introduced between the two periods; 
some old articles may have dropped out of consumption. A 
generation which did not know tea may be supplanted by a 
generation which must have its morning cup of tea. A family 
which did not consume anything except ghee might now be 
forced to take only vegetable ghefc. Hence index-numbers 
based on the averages of prices of goods consumed in the 
first period will not provide a correct indication of changes 
in the value of money irr the second period. To meet this 
difficulty, Marshall suggested tfie method of “chain index 
numbers”. “On this method, the price-le<^el of 1900 is^ 
compared with that of 1901 on the basis of commodities 
available in both years, new commodities introduced during 
1901 being ignored; the price-level is then compared with 
that of 1902, new commodities of 1901, this time being 
counted, but those of 1902 ignored and so on.” But this 
method docs‘ not solve our difficulties; it only enables us 
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to avoid them. We cannot, for example,* know to what 
extent we are better oflE or worse off as a result of the 
dropping out of a commodity, or the use of a new one. 11 is 
also not of much use in comparing changes in the value of 
money oven long periods. 

Hence index-numbers can at best provide approximate 
indications of changes in the value of money. Difliculties in 
its construction become of less significance when periods 
between which cpmparisons arc being made arc separated by 
short intervals; they become insuperable when long periods 
of time elapse. As habits are relatively fixed, the bundle 
of commodities on which we usually spend our incomes 
(especially the principal commodities) changes very little from 
year to year. Significant changes in the qualities of commo¬ 
dities, or the introduction of entirely new articles arc hardly 
rapid enough to influence the cost of living, if the two periods 
under comparison are not separated by a large interval of 
time. As a result, measurement of changes in the purchasing 
power of money over short periods can be approximately done 
by means of index-numbers. 

Purposes and kinds of Index-numbers : The purpose for 
which an index-number is constructed is essential to its 
proper construction. The selection of commodities, weights 
to be allowed to different articles are all dependent on the 
purpose for which we want the index-number. For example, 
an index-number, designed with a viev^^ to measuring the 
purchasing power of money, will not be the same as that used 
to measure the cost of living. Therefore we must also 
consider the different purposes and kinds of index-number. 

I 

An index-number may be required to measure the 
general purchasing power of money. It should include all 

items that aue finally consumed. Such a 
comprehensive index-number has not yet 
* - been attempted owing to the difficulties 

and complexities of the task. Howevei;, Mr. Carl Snyder’s 
“the index of the general price-levels”, constructed by 
“combining four types of price-levels”, viz., wholesale prices, 
wages, cost of living and rent, is somewhat more compre- 
..hensive. Secondly, index-numbers might be constructed to 

22 
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measure changes in the cost of living of the working ciass. 
Wages in some industries are adjusted on a sliding scale to 
correspond with such changes in the cost of living. For 
this purpose, cost-of-living index-numbers are prepared in 
many countries. Thirdly, we may have an Earnings Standard 
computing money-wages per hour of all workers. Fourthly, 
we may have a Wholesale Standard, composed like Sauer¬ 
beck’s and the Economist’s of the prices of raw materials, 
foodstufiFs and semi-manufactured goods. Lastly, when the 
purpose is the stabilisation of the pricc-ievel, a Tabular 
Standard composed of the wholesale prices of important 
commodities may be constructed. 



CHAPTER XXX 


THE QUANTITY THEORY AND THE 
VALUE OF MONEY 

What causes change in the value of money? How is it 
that general prices rise all round during certain periods, 
while they fall during some other period? Several centuries 
ago, writers pointed out the close connection existing between 
changes in general prices and changes in the quantity of 
money. The idea gained ground, and came later to be 
known as the Quantity Theory of Money. 

The theory states that the general level of prices depends 
mainly upon the total quantity of money in the country. 
Supposing that the government of the country suddenly 
becomes generous and grants Rs. 50/- to each citizen. People, 
having now more money to spend, will proceed to spend the 
money in buying goods and services. But the volume of 
goods and services will not change on account of this increase 
in the quantity of money. When more money is spent on 
the same volume of goods and services, their prices are bound 
to rise. The more money is spent, the more will prices rise. 

To prove that changes in the value of money depend 
upon changes in the quantity of money, tiie quantity theorists 
proceeded in the following way. The value of money, like 
the value of any other commodity, is determined by the 
demand for and supply of money. Money is the medium of 
exchange anfl is demanded whenever there is some exchange 
to be made. The demand for money comCs from the volume 
of goods offered for sale. The latter, in its turn, depends 
during a given period on the aggregate volume of production. 
The aggregate volume of production js deteftnined by such 
factors as th^ supply and effidlency of the factors of produc¬ 
tion, the organization of production etc., and not on the 
value of money. Thus during a given period, when the 
quantity of money changes, the aggregate volume of produc¬ 
tion will remain the same, and so the volume of goods 
offered for sale will also remain cor^tant. In other words. 
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the demand for money remains constant during a given 
period when the quantity of money changes, but no other 
change takes place in the meantime. As the demand for 
money remains constant, the value of money will be deter¬ 
mined by the supply the quantity of money. *A doubling 
of the quantity of money in circulation would result in a 
doubling of the price-level. 

What determines the supply of money during a given 
period? It is equal to the total quantity of money which is 
used to purchase the goods offered for sale. It is different 
from the total amount of coins, paper currency notes and 
bank deposits. Each piece of money may be used several 
times in course of a given period to purchase goods and 
services. Each time a coin or a paper currency note changes 
hands for buying goods, it adds to the supply of money. If 
one rupee is used three times in course of the week for 
buying goods, the total supply of money is equal to three 
times one rupee, i.e., three rupees. The average number of 
times a unit of money changes hands for.buying goods during 
a given period is known as the velocity of circulation of 
money. The supply of money is, therefore, equal to the 
total amount of money multiplied by their average velocity 
of circulation. Changes in the supply of money will cause 
proportionate changes in the price-level. 

This is the famous quantity theory of money. The 
theory in its original form stated that the amount of goods 

to be sold remaining constant, i.e., the 
Mill’s and Fisher’s demand for money remainine the ‘same, 

the ^price-level varies directly with the 
quantity of money in circulation. Money meant only coins 
and paper notes. Account was also taken of Che velocity of 
circulation of money, i.e.^ the number of times each coin 
changed hands during a given period. To put it algebri- 
cally, the price-level P. could Be found- by. dividing the 
quantity of money M., and ifs velocity of circulation V, by * 
the volume of trade T. P. was, therefore, eqpal to 

MV • 

T 

But soon it was found that in a developed community, 
some credit was also used to purchase goods. The theory was 
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then modified to include the volume of deposits and its 
velocity of circulation. The theory was put into an 
ajgebrical form by Fisher.^ 

MV+M'V' 

P is the price-level. M means money in circulation, 
including coins and paper notes, and excluding bank 
reserves and othtr hoards of money. V is the velocity of 
circulation of money ; M' is the volume of bank-deposits with¬ 
drawable by cheques and V' is the velocity of circulation of 
bank-deposits, determined by dividing the total volume of 
deposits withdrawable by cheques by the total amount of 
cheque payments during a given period. T denotes the 
volume of trade in goods and services of all kinds sold against 
money. According to Fisher during normal periods, the 
three elements in the equation, T, V and V', will remain 
constant when the quantity of money changes. T, the 
volume of transactions, depends on the total volume of out¬ 
put produced in the country. The latter, in its turn, is 
determined by the supply and efficiency of factors of produc¬ 
tion etc. These things do not change because the quantity 
of money changes. T, therefore, remains constant during 
a period when M changes. Similarly, velocity of circulation 
depends on the habits of the people and on the methods of 
doing business. Hence V and V' tend'to remain constant 
during a given period. 

There are two fundamental points in this equation. 
First, P, tha price-level, changes because the quantity of 
money changes and not otherwise. Secondly, the price-level 
changes exactly ia the same proportion as the quantity of 
money. According to Fisher, rf;he volume of deposit money 
is related in ^ more or less constant propoytion with the 
•quantity of cash reserves. As deposit’s can at any time be 
converted into cash, the creation of deposits by banks 
depends on t!ie reserve of cash possessed by them. The 
proportion of rOvServes of cash to deposits is more or less 
constant. M" bears a constant relation to M, the quantity 


^ Fisher. The Purchasing Power of Moneys pp. 142-1S5. 



342 'an introduction to economic theory . 

of lawful money. We have already seen that at any given 
time, V and T are more or less constant. Hence changes 
in M will cause direct and proportional changes in the 
price-level. Fisher does not deny that changes in the 
quantity of money may cause a change in the-velocity of 
circulation of money, or in the volume of transactions. But 
such conditions are abnormal or transitional. In the long 
run, under normal conditions, changes in the quantity of 
money will cause exactly proportionated changes in the 
price-level. 

Criticism : One of the main criticisms that have been 
levelled against the theory is that it assumes that other things 

are constant. But other things do not 
Criticism. remain constant. '' The fact that other 

things may change is, however, no ground for rejecting the 
theory. All scientific theories are based on the assumption 
that other things remain equal. The quantity theory can 
be objected to if we can show that other things must change 
if either the quantity of money, or the. price-level (the two 
variable factors in the equation) changes. It is necessary, 
therefore, to see whether this actually happens. In Fisher’s 
equation, the velocity of circulation of money and the 
volume of transactions are assumed to be independent of 
changes in the quantity of money and in the price-level. 
But in real life, neither V, nor T is independent of M or P. 
The velocity of cinculation of money is closely related to 
changes in the price-level, increasing during periods of^great 
business activity and rising prices, and decreasing during 
depressions and falling prices. Moreover, V is also affected 
by changes in the quantity of money. Th6 volume of 
transactions T is also influenced by changes in the price- 
level. Recent studies oi> business cycles *have conclusively 
shown that changes in prices are^an important influence in 
determining the volume of production. ‘The quantity of 
money is also not independent of other factors ‘in the equa¬ 
tion. It is influenced, to some extent, by changes in the 
volume of transactions and in the price-level. Fisher’s 
assumption that M' bears a constant relation to M is also 
not borne out by facts. The relationship between M and M' 
is not constant. Fishes, of course, recognises all these facts. 
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His reply is that these variations in other factors occur 
during short, transitional periods. In the long run, they 
i^eniain more or less constant. But as Keynes has pointed 
out, in the long rwn, we may all be dead. The usefulness 
of a monetary theory which disregards business cycles can 
easily be imagined. 

Secondly, it has been argued that the effect of a change 
in the quantity of money is not simply a proportionate - 
change in the price-level as is stated in Fisher’s equation. 
Only under exceptional circumstances, a doubling of the 
quantity of money will double the price-level. The usual 
effect of a change in the quantity of money is a “complex 
series of reactions touching prices, production, and the desire 
of the community to hold command over real resources.” 
So long as thpre are unemployed resources, an increase in 
the supply of money will cause these resources to be drawn 
into production, and [irices may not rise at all. So the pro¬ 
portionate relationship between changes in the quantity of 
money and in the price-level does not always exist. 

Thirdly, the theory is also inadequate to explain the 
processes through which changes in the quantity of money 
affect the price-level. It docs not help us to separate out 
those factors through which the price-level is determined. 
“The fundamental problem of monetary theory is not merely 
to establish identities or statistical equations relating the turn¬ 
over of monetary instruments to the turrfover of thing traded 
for rAoney. The real task of such a theory is to treat the 
problem dynamically”.^ Changes in the quantity of money 
do not exerpise any direct influence, on prices. They first 
affect the rato of interest, and the prices jind the output are 
influenced via thp rate of interest. 

The most fundamental objection is that Fisher’s equa¬ 
tion does not .measure the* purchasing poweij of money. It 
* determines the average value of monetary 
measure the pyr- transactions of all kinds. The major portion 
chasing power of of transactions included in T relates to 

industrial, commercial and financial tran¬ 
sactions. Whereas by the purchasing power of money, we 


* Keynes. A Treatise on Money. Volume I, p. 133. * 
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refer to transactions relating to the purchase of goods and 
services for consumption. And the latter type of transactions 
forms only a small part of the total transactions include,d 
in Fisher’s equation. Hence the equation measures not the 
purchasing power of money, but the Cash-Transactions 
standard. 

Cambridge equation : The theory has been presented 
in another form by a group of writers. According to them, 
the demand for money does not depend on the volume of 
goods to be sold for money, “but by the ability and willing¬ 
ness of persons to hold currency, in the same way as we 
think of the demand for houses as coming not from persons, 
who buy and re-sale or lease and sub-lease houses, but from 
persons who occupy houses.” An individual wants to hold 
a certain proportion of his income, either in cash or in bank 
deposits, in order to meet his personal expenditure and to 
provide for contingencies. Similarly, the merchant and the 
industrialist want to keep a certain amount of money on 
hand for purposes of business expenditure. The total 
amount held in these ways constitutes the demand for money. 
The supply of money is the quantity of coins, paper currency 
notes and bank deposits, not the amount that is actually 
circulating. The idea was, however, not new. Marshall has 
shown that this conception of the demand for money can 

be found in the writings of Petty, Locke and Cantillon. 

( 

In his Tract on Monetary Reform^ published in ,1923. 
Keynes® gave a formula based on this conception. He 
started from the concept that people require to hold a 
certain amount*of pdrehasing power in ord^r to buy a 
number of what he called ‘consumption units’, "made up 
of a collection of consumption or other objects of expendi¬ 
ture.” Suppose k is the numbbr of consumption units which 
the public find it convenient to hold in ‘cash ; and k' the 
number of such units which the public hold in bank- 
deposits. So pk' is the total bank-deposits withdrawable by 
cheques. Let r be the proportion of cash reserves held by 
banks against their deposits { n be the total quantity of 


• See Tract on Monetary ^Reform, pp. 84-88. 
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currency in circulation and p the price per consumption 
unit. Therefore 


yi=p (A + rft') or 

The great merit of this line of approach is that it does 
away with the somewhat crude conception of the demand 
for money as coming from the volume of goods. Instead of 
focussing attentfon on the almost mechanical concept of the 
velocity of circulation, it brings out the fact that the price- 
level depends on the people’s habits about holding a propor¬ 
tion of their incomes in the form of readily available 
purchasing power. They thus clearly illustrate the parts 
played in the determination of prices by the decisions of 
the bankers regarding the amounts of their reserves, and the 
decisions of depositors regarding the proportion of their 
incomes to be kept in the forms of either cash or bank- 
deposits. But the great defect of these lines of approach 
is that magnitudes of both k and k' of Keynes’ equation arc 
not definitely determinable by statistics. 

The relation between Fisher and Cambridge equations : 

It should be noted that the differences between the Fisheri-uc 
type of equation and the Cambridge equation is not as 
fundamental as is generally supposed. The two types of 
equation represent different views of tfie same thing from 
different standpoints. The Cambridge equation focusses 
attention on the amount of money held in the balances of 
individuals at any given time {i.e., “Money sitting’’ in 
Robertson’s language) with a view tb finance their future 
transactions ; Fisher’s equation is concerned with the amount 
of money required by the community during a period of 
time (i.e., “money on the wing’’ according to Robertson) to 
finance its transactions. The first refers to point of time, 
'the other reffers to. a period of’time. 

The quantity of money and the Trade cycle: The 

most fundamental criticism of quantity theories lies in the 
fact that they are inadequate-to explain those changes in 
price-level which occur during a trade cycle. According to 
the theory, all changes in price-level-are due Co changes in 
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the quantity of* money, and the remedy for a period* of 
falling prices is, therefore, to increase the quantity of money. 
But after 1929, when prices began to fall rapidly all ovejr 
the world, almost all governments tried *10 stop the rot by 
injecting more money into circulation. But in spite of vast 
increases in the quantity of money, prices continued their 
downward course. An increase of money failed to cause a 
rise in prices. 

Secondly, when the boom ends and recession begins this 
is not always due to any shortage in the supply of money. 
The rise in prices may be checked long before there is any 
dearth of purchasing power in the country. Periods of 
depression and falling prices are generally characterized by 
the existence of surplus purchasing power, and piled up 
bank deposits. But in spite of that periods of falling prices 
still continued. The end of a depression and the beginning 
of a recovery cannot be claimed to be due to causes working 
on the side of the money. Lastly, it cannot always be said 
that the quantity of money always determines the price-level. 
On the other hand the demand for money itself depends 
upon the height of the price-level and its tendencies to 
change. Changes in the price-level and in the volume of 
money in circulation are both simultaneously determined 
by other factors. A satisfactory analysis of these factors 
cannot be made on the basis of the quantity theory. 

Factors governing short-period changes in prices : ^What 

are these other factors? Modern economists now try to 

explain price changes by reference to th^ 
Effects of Savings. # between the volume ^df Saving and 

Investment. Saving means the excess of money incomes 
earned during a given '‘period over the expenditure on 
consumer’s goods. An individual receives a certain money 
income during a given period. He may sjjenvi the whole of 
it in buying consumer’s goods, or he may spend a part for 
this purpose, and save the rest. The sum of money incomes 
thus saved by the members of a community constitutes the 
aggregate volume of saving.t When a community decides 
to save a larger portion of their money incomes than before, 
their expenditure on, consumer’s goods declines. Let us 
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assume that total money incomes amount to ks. 1,000 crores, 
out of which people used to save Rs. 200 crores and spend 
ks. 800 crores in buying consumer’s goods. Now, if the 
propensity to save‘increases in the community, they begin 
to save Rs.* 300 crores. That is, they now spend Rs. 700 
crores (instead of Rs. 800 crores) on consumer’s goods. Since 
nothing has happened as yet to change the volume of such 
goods, their prices must fall. P, the price-level of consumer’s 
goods, is therefor^, determined by the equation E—S = P, 
where E denotes the total money income, and S, the volume 
of saving. Here we should note one thing. When an indivi¬ 
dual decides to save a larger portion of his money income, 
his savings may increase. But the aggregate volume of 
savings will not increase in any way. When the individual 
saves, his action reduces the incomes of somebody, probably 
sellers of some goods or services. One man’s expenditure is 
another man’s income. When a man spends money in 
buying goods, the incomes of sellers of goods are thereby 
increased. The wages that he pays to his servant or cook 
constitute his expenditure, but their income. So when one 
man or a group of men spend less than before, the incomes 
of some other people arc thereby reduced. These people 
will then be forced to save less. A man will certainly save 
less when his money income is (.say) Rs. 200 than when it 
was Rs. 400. 

The larger saving of the first group^of men will, there¬ 
fore, be balanced by fhe smaller savings of the second group. 
The aggregate volume of savings will not increase in the 
community. The individual who saves more will, of course, 
add to his ntoney balances. His action will cause, not an 
increase in the aggregate volume of saving, but a reduction 
in the incomes of* other people, and a fall in the prices of 
consumer’s goods. So an increase or decrease in the propen¬ 
sity to save will sifnply cause a reduction in ihoney incomes 
and a change in prices. 

Let us look to the other side. In*ordinary language, 
investment means the purchase of a govern- 
mMects of Invest- jjient security,«or shares or real estates. But 

we shall use it in a special sense. Invest- 
' ment means the addition to all kinds^ of the i^hysical stock 
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of capital goods. When an individual buys shares in an 
existing concern, he may be investing in the ordinary lan¬ 
guage. But as his purchase does not add to the material 
stock of capital goods, his action will not be regarded as 
investment. But if he buys shares floated by the concern to 
carry out extensions of plants, the volume of investment will 
increase as a result of his action. What happens when the 
volume of investment increases in a country? Let us 
assume that there already exists in the country a certain 
volume of unemployed resources (not a very unrealistic 
assumption). When businessmen decide to make more 
capital goods, they will begin to employ these unemployed 
factors of production. The money incomes of these newly 
employed people will increase. The expenditure on consu¬ 
mer’s goods will increase as these men spend their incomes. 
This may or may not cause a rise in prices. So long as 
unemployed resources are drawn into production, the volume 
of output will increase at the same time and prices may not 
rise. But usually some rise in prices will take place as it 
may not be easy to expand the production of all types of 
goods simultaneously. Once the stage of full employment is 
reached any subsequent increase in investment will cause a 
iTSe in prices. 7'hc rise in prices is thus the result of an 
increase in investment. The opposite will happen if the 
volume of investment decreases. Unemployment will 
increase; money incomes will shrink; expenditure on con¬ 
sumer’s goods decreases. This will cause a further fall in 
investment as producers of consumer’s goods send less orders 
for machines, tools and other capital goods which are used 
to make consumer’s goods. A vicious circle, thus sets in. 
Employment and money incomes show a further decline. 
Prices begin a downward^ trend. 

Prices are^ therefgre, governed by the propensity to save 
and the volume of investment during a given •period. But * 
the former is generally a stable factor, and reoiains more or 
less constant, depending as it does' on the habits of the 
people. So the most important factor determining the 
price-level is the volume of investment. It affects prices 
through its influence on employment and money incomes. 
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It should be noted that this does not mean that changes 
in prices arc caused by an excess or deficiency of saving Qver 
, investment. The aggregate volume of 

Actual savings s^ing will always be equal to the volume 

sififi itivPQfTTi/'tif Jiri* ^ ^ ^ 

always equal. * of investment. 'There is no escape from this 

conclusion. Let E denote the total money 
income, which is derived from the production of consumer's 
goods and capital goods. That is, E is equal to C (income 
from consumer’s, goods) +1 (income from producer’s goods). 
C, the income from consumer’s goods must be equal to the 
expenditure on such goods incurred by the people. The 
latter is equal to E—S, where S denotes the volume of 
saving. 


Now 

E = C-f-I 

• 

or 

E-~C = I 

Since 

C = E—S 

So 

E—(E—S) = l 

or. 

S = I 


In other words, savings must be equal to investment. 
This may appear paradoxical. As a man saves, there is »o 
guarantee that investment will also increase in the same ratio. 
Hence the plain man concludes that savings and investment 
may not be equal. But that* is not the case. Assuming 
that a^ group of individuals save more than before, they buy 
less consumer’s goods than before. The sellers of these goods 
pile up unsold stocks of ^ods. In other words, their invest¬ 
ment in stocks increases by the same !imount as the volume 
of saving. Moreover as we have stated before, such increase 
in savings by a gfoup will cause a fall in the sales of con¬ 
sumer’s goods, a fall in money mcomes of producers of these 
goods, and so "a fhll in savings. Increased Savings of the 
'first group will be-balanced by •decreased savings of the pro¬ 
ducers of consumer’s goods. So aggregspte savings may not 
increase. When the volume of investment increases employ¬ 
ment will increase ; money incomes will rise. Given the 
same propensity to save as before, the volume of savingjs will 
* also increase. So savings will always be equal td investment. 
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But this does not mean that the amount people intended 
to save will always be equal to investment; or the amount 

that businessmen intended to invest will be 

"ov fnttndcd Wheh people save more 

investment need than before sales of consumer’s goods 

the other decline, and sellers pile up stocks. The 

volume of investment in stocks increases, 
and thus investment remains equal to saving. But sellers 
did not intend to make this additional investment in stocks. 
So the increase in investment that took place was clearly 
unintentional. Similarly, under full employment, if the 
volume of investment increases, prices will rise. This rise 
in prices will force consumers to consume less than before. 
They will, therefore, be forced to save, and the volume of 
saving will then increase to match the rise in investment. But 
consumers did not intend to save in this way. The savings 
that they are forced to make are thus clearly unintentional. 



CHAPTER XXXI 

INFLATION, DEFLATION AND DISINFLATION 

Inflation : There is a difference o£ opinion regarding 
the exact meaning of the term “inflation”. Inflation has 

sometimes been defined thus, “whenever 

Inflation: its supplv of money and of bank deposits 

meaning. • i V ^ 11 11 1 

circulating through cheques, so-called 

“deposit currency” increases, relatively to the demand for 

media of exchange, in such a way as to bring about a rise 

in the general price-level”.^ But how are we to judge the 

extent of “the demand for media of exchange”? This, as 

well as the expression, “needs of trade” do not carry us far. 

Different people have different ideas about the needs of trade. 

There is only one way by which we ran determine whether 

the supply of money, has increased more than the needs of 

trade or not, i.e.y by finding out whether the price-level has 

risen or not. But all rise in the price may not be inflationary. 

The rise in prices which occurs when the average level of 

costs of production increases cannot be regarded as due to- 

inflation. Moreover, as some writers have pointed out, 

inflation may occur without any rise in prices. When costs 

are falling, but prices arc kept stable (as i^ the U.S.A. during 

1924-29), the country may develop all symptoms of inflation. 

This sfate of affairs is regarded by Keynes as “profit-inflation”, 

to distinguish it from “coyumodity-inflation (meaning a rise 

in prices). • • 

In his retent article on “Types of* War Inflation”, 
Prof. Pigou has slsited that “inflation exists when money 
income is expanding more thin in proportion to income¬ 
earning activity^”.® • An increase in the supply of money will 
Stimulate investment by lowering the rate of interest. As 
investment inqfeases in the country, the .volume of employ¬ 
ment offered to factors* of production tends to increase so 
long as there are unemployed resources. With the increase 


‘ Kemmerer on Money, p. 46. 

• Economic Journal, Dec. 1941, p. 439. 
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in employment, or income-earning activities, output of 
goods and services will expand. So the increase in money 
incomes will be balanced by the increase in the output of 
goods and services. When the stage of full employment is 
reached, any further increase in the supply of money, lead¬ 
ing to increased money-incomes, will not cause any increase 
in employment, or income-earning activities or the output 
of goods. Hence there will occur true inflation as the 
price-level of output begins to rise. 

True inflation thus arises only after the stage of full 
employment of factors of production is reached. Sometimes 
it may happen that some of the factors or resources are in 
short supply with the result that they are fully employed 
before other factors whose supply is larger become fully 
employed. In that case the output of those goods and 
services in whose production it is necessary to employ scarce 
factors cannot be increased, though the incomes directed 
towards the purchase of these goods increase considerably. 
Prices of these goods will, therefore, rise, and this will 
gradually spread to other prices, especially if these goods 
form an important part of the economy. On account of the 
existence of these “bottle-necks”, inflation may be found 
i;ven under conditions when some of the factors of produc¬ 
tion remain unemployed. This has been called “partial 
inflation.** 

Financing of a first class war cannot be done without 
some amount of inflation. A large percentage of total popu¬ 
lation is drafted into armed forces, and almost all productive 
resources are drawn into employment. The economy reaches 
the stage of full Employment and so there is a large increase 
in money incomes. At the same time a large portion of the 
total production is taken-away by the government for mili¬ 
tary purposes and less goods are thus available for civilian 
consumption. So inflation is usually found both during 
and after the war. Such inflation may occui in two ways. 
First, as money iiicomes in the hands of <^he people rise 
higher in proportion to the available output, this excess of 
incomes should be collected by the government either in 
taxes or loans if inflation is to be avoided. If members of 
the public do not pay in taxes or loans sufficient sums of 
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money to defray the war expenditure, the government will 
be forced to create new money to meet the deficit in its 
budget. This is to be called “deficit-induced inflation.” 

Secondly, as prices and costs of living rise, wage-earners 
may succeed in forcing employers to pay higher wage rates. 
The rise in wages means higher incomes whereas the output 
of goods cannot be increased. The result will be inflation. 
This is to be regewrded as ‘wage-induced inflation.’ 

Inflation may be of two types, open and suppressed 
inflation. When high money incomes and the consequent 
high demand for goods are allowed to become effective, 
there would take place a sharp rise in prices. This is the 
stage of “open inflation.” Unless price increases could be 
held down within proper limits, open inflation may develop 
into what is known as “galloping inflation.” This is the 

stage when the rate of increase in prices 
becomes very rapid, either because of the 
large-scale creation of new money by the 
government, or because of attempts made by wage-earners to 
push up wage rates to catch the rising spiral of prices. Such 
galloping or hyper-inflation took place in Germany during 
the years 1920-23 or in China during the last period of th«' 
Kuomintang rule. 

For many reasons the government of the country may 
not like to allow prices to rise to a high Igvel. Hence during 
the last war governments of almost every country have tried 
to limit the spending of the money incomes of the public 

by various means, such as the fixing of 
maximum prices of goods, rationing of 
essential goods, control 'over the flow of 
investment etc. ff, by means of such rigid controls, the 
public are prevented from spending their money incomes, 
“the inflation may show itself not in rising prices but in the 
'accumulatiorf of cash, bank balances, and other forms of 
encashable priyate wealth in the hands ofethe people”.’ Such 
a development has been called “repressed” or “suppressed” 
inflation. , 

• J. K. Horsefield—“The Measurement of Inflation” in the IMF Staff 
Papers, Vol. 1. No. 1, p. 18. * 

23 



354 AN INTRODUCriON TO ECONOMIC THEORY 

Deflation : Deflation means that the level of money 
incomes earned during a given period is falling relatively to 
the volume of output. It is characterised by falling employ¬ 
ment and prices. ‘ 

Reflation : During the years after 1929 it became 
fashionable to talk of ‘reflation.’ This period was charac¬ 
terised by the great depression with a steep fall in prices 
and output and considerable unemploymfnt. The remedy 
for such a state of affairs was sought along the attempt to 
raise prices to bring them in equilibrium with the level of 
costs. This rise in prices to be brought about in this way 
to bring prices and costs into equilibrium is known as 
‘reflation’. 

Disinflation : In recent times, the term ‘disinflation’ 
has become popular. The war and the post-war period has 
witnessed a steep rise in prices in every country of the world. 
It is being increasingly felt that governments should adopt 
a policy or policies to bring down prices and costs to reason¬ 
able levels. This policy is known as disinflation. It is to 
be distinguished from deflation. A deflation is characterised 
by a fall in prices; disinflation also means bringing down 
prices. But deflation also signifies falling output and increas¬ 
ing unemployment; whereas disinflation is to be carried out 
without these undesirable symptoms. A policy of disinfla¬ 
tion means that the government should adjust its fiscal and 
monetary measures in such a way as to bring about an orderly 
lowering of prices and costs without causing unemployment. 

Effects of cl|;anges in the price-level If fluctuations in 
the value of money affected each individual equally, they 
would not cause any serious inconvenience. But in practice 
changes in prices affect different classes differently. Man is 
affected by fluctuations of prices in his capacity as a wage- 
earner, entrepreneur; stock-holder, bondholder, debtor, 
creditor and taxpayer; and ’ in each capacity he may be 
affected in a different way. Moreover, rising oi falling prices 
influence the course of production and the distribution of 
wealth in different and often adverse ways. 

* For one oftihe best discussions on the topic, see Keynes —A Tract on 
Monetary Reform. Chap. I. 
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Changes in prices and distribution of wealth. In the 

modem world, almost everybody is either a debtor or a 
creditor, and in each capacity he is afEected differently. 
During periods of*rising prices, debtors gain and creditors 
lose. Whenf prices rise, money buys less goods, rhus though 
debtors return the same amount of money, they return less 
in terms of goods. Conversely, when prices fall debtors lose, 
and creditors gain, because debtors in returning the same 
amount of money return more in terms of goods (since 
money will now buy more). Therefore the investing classes 
and savers lose during periods of rising prices, and gain 
when prices fall. Periods of rising prices not only diminish 
the value of the savings of investors, but destroy the atmos¬ 
phere of confidence which is a necessary condition of the 
investor’s willingness to save. 

Similarly, a man may be either a wage-earner or entre¬ 
preneur. It is a familiar fact that during periods of rising 
prices, wages do not generally rise as high as prices do. 
Therefore, the purchasing power of wages diminishes during 
periods of rising prices, and wage-earners are thus hard hit. 
Conversely, prices fall, wages do not fall so much and 
wage-earners are, therefore, gainers. 

But there is another side to this picture. During periods^ 
of rising prices, employers make good profit and offer more 

P r ods of r s n employment to labour. Therefore during 
priS^ are^peS? such times, tfiough the purchasing power 
of good employ- of wages diminishes, wage-earners as a class 

get more employment. Conversely, during 
periods of falling prices, Anployers undergo losses, cut down 
output and so pffer less employment to workers. As a result, 
a number of labourers becomes unemployed. Thus though 
real wages rise, total money-wages may fall as a result of 
falling employment. , 

^ Entrepreneurs* on the othjer handt gain during periods 
of rising prices and lose during periods of falling prices. 
They gain because of three reasons. Fiht, they are mostly 
debtors, and debtors gain when prices rise. Secondly, they 
buy raw materials and other gdods at old and lower prices 
^and sell when prices are generally higher. Thirdly, .wages 
and other fixed elements in their costs do not rise as much 
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as the rise in prices. As a result, they earn surplus profit, 
increase their productive activities, and offer more employ¬ 
ment to others. The converse happens when prices fall. 
Their profits are turned into losses ; they curtail production, 
and unemployment ensues. Thus periods of rising prices 
benefit those with fluctuating incomes like businessmen ; 
and injure those with more or less fixed incomes like interest- 
receivers, investors and wage-earners. 

Effect of price-changes on production.^ Fluctuations of 
prices increase the risks and uncertainties of business opera¬ 
tions, and thus hamper the smooth flow of productive acti¬ 
vities. An increase of risks means that risk-bearers will 
exact a big toll from the society in the shape of larger 
profits. But if prices were stable, risks would also be fewer, 
and the remuneration for risk-taking will be, lower. More¬ 
over, during periods of rising prices, businesses are unneces¬ 
sarily stimulated. Businessmen earn windfall profits. They 
invest more in production, and in turning out more 
producer’s goods. Ultimately, the supply of goods coming 
to the market increases vastly so that they could not be sold 
at profit. Businessmen then make losses and begin to 
contract production. Prices fall and unemployment ensues. 
'Thus periods of rising prices stimulate production unduly, 
while businesses are unduly depressed during periods of 
falling prices. 

Price-changes, Taxation and Public Debt. During 
periods of rising prices, tax-payers gain, because though they 
may pay slightly higher taxes they hand over less amount in 
terms of goods than before. Incoilie-tax payers gain because 
they pay in rupees whose value has depreciated as compared 
with the value of the income when earned. The burden of 
land revenue also decreases, because persons paying it hand 
over less in terms of goods to tl\e government. Many other 
inequalities riiay be cited in the sphere of taxation. More¬ 
over, rising prices decrease f^ie real burden of^ public debts, 
both external and' internal; while, falling prices increasfe 
their burden. 

Social consequences of price-changes. So long we have 
been ponsidering the economic effects. . But the social effects 
are no less serious. Periods of unstable prices are periods of 
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grdkt social unrest and distress. When prices rise, wage- 
earners try to increase their wages as their cost of living 
increases. As a result periods of rising prices are usually 
accompanied by strikes. When prices fall, employers try to 
reduce the Jevel of wages and this provides another source 
of friction, often leading to open conilicts between employers 
and workers. Unemployment increases and creates much 
social unrest. Thus rising prices arc characterized by strikes ; 
falling prices by^ lock-outs. 

In conclusion, we may say that both periods of rising 
or falling prices are harmful. Inflation diminishes the real 
income of investors and wage-earners, two most important 
classes in society. It causes an unhealthy growth of produc¬ 
tive activities which would soon bring about a crisis. Defla¬ 
tion hurts employers and therefore adversely affects the main¬ 
spring of productive activity. It increases unemployment, 
whose social and economic consequences are disastrous. 

Control of inflation : Inflation is due to the fact that 
the total expenditure is running ahead of the total volume 
of goods. The only way to control inflation is to limit the 
amount of total expenditure on goods to the available supply 
of goods. This can be done in the following way. 

Total expenditure consists of five items, viz., (a) personaF 
expenditure on consumption, (b) private investment, (c) gov¬ 
ernment expenditure, (d) pubiic investment and (e) foreign 
investment or the balance of internatiorihl payments. Leav¬ 
ing aside the last it<?m, if the government wants to control 
inflation, it will have tojiimit expenditure on the first four 
items. So far as the government deyiand for consumption 
is concerned, there may not be much rocan for curtailment 
in normal times, a^ it is not possible to cut down the expendi¬ 
ture on medical services or ccducation to a considerable 
extent. This,is not to say that there is n^ possibility of 
• limiting govtrnment expenditure. But chances of a serious 
.cut in this item of national expenditure are not very great. 

Since personal consumption and investment usually 
constitute the most important plement in total expenditure, 
the best way is to take steps to control these two items. 
This can be done in three ways: * ' 
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Fucal policy : In times of inflationary pressure the 
government should raise the rates of both direct and indirect 
taxation so that individuals will have less money incomes 
than before. With smaller incomes the, demand for goods 
will fall off. While this is a good solution, it is subject to 
the danger that too high rates of taxation would discourage 
capital formation. 

Monetary policy : Another method is to use monetary 
policy either alone or in conjunction with fiscal policy. In 
other words, the Government would raise the rates of interest 
to limit both personal expenditure and private investment. 
Though it was the fashion to deny the influence of the rate 
of interest on the volume of private investment, its efficacy 
is being recognised in recent times ; and in a large majority 
of countries, central banks have raised the rates of interest to 
control the inflationary pressure. Higher rates of interest 
cause the prices of securities to fall, and so reduce the will¬ 
ingness of their owners to spend money on consumption. 
High rates also lead to a decline in private investment. In 
this way raising the rate of interest may serve to limit the 
total expenditure on consumption and investment. 

But the main difficulty with the use of the monetary 
wlicy has been its repercussions on the budgetary position 
of the government. In every country the interest on the 
national debt is a large item in the government budget. To 
raise the rate of interest by a substantial amount to check 
total expenditure would increase the burden of interest pay¬ 
ments. Secondly, frequent changes in ‘the rates of irfterest 
would cause considerable fluctuations in security prices. This 
would create difficultiec for the investors. 

Blocking liquid assets : During the last wkr the govern¬ 
ments adopted several measures like price‘control, rationing 
etc. to prevent the spending of high personal incomes. As 
a result, consumers accumulated large, liquid balances, 
waiting to spend them on things they could not buy during ‘ 
the war. 

The presence of such a large aitiount of liquid funds, 
combined with a good deal of^unsatisfied demand for various 
types of goods made it essential to take special measures for 
controliing this stock of assets. Hence governments of many 



INFLATION, DEFLATION AND DISINFLATION 


359 


Eilropean countries have been forced to adopt measures for 
blocking these liquid assets. In countries where there,was 
an excessive note-issue during and after the war, a new 
currency was introduced in which one new note was given 
in exchange for a number of old notes. Other notes were 
either cancelled or paid into some form of blocked account. 
Bank deposits were also blocked and holders were allowed 
to withdraw only a part of these deposits as determined by 
the government. • In these ways a large slice of the excess 
monetary purchasing power was eliminated in such coun¬ 
tries as Belgium, France, Denmark, the Netherlands, Norway, 
Czechoslovakia and Soviet Russia. 

Such a policy is likely to prove effective. But it also 
gives rise to a great many difficulties, and is likely to prove 
inequitable. There will be some genuine cases where the 
blocking of notes and deposits would cause a good deal of 
injustice. The parent who has deprived himself of many 
things in the past in order to save a certain sum of money 
for the education of. his growing children or for the coming 
marriage of his daughter will be equally hit by this blocking 
policy as the black marketeer who is hoarding his ill-gotten 
money in notes and deposits. How are we to distinguish 
between the first case where, obviously, some relief shouldr- 
be granted and the second case where more stringent 
measures should be taken? It is, therefore, a measure which 
should be adopted only in emergencies., 

It should be no^ed that price control, rationing of essen¬ 
tial commodities in short supply etc., do not cure inflation. 
They only suppress the inflationary pressure, and thus only 
postpone th^ evil day. They may, hdwever, be necessary to 
control the worst effects of inflation. ’ 

Control of in'^estment : Lastly, when inflation is on the 
way, the government should adopt suitable measures for the 
control of the‘flow of investment, both public and private. 

* Periods of iifflation are not ge'nerally the time for the adop¬ 
tion of largetscale measures of public? investment. Such 
investment will only add to the fire of inflation. To control 
the flow of private investment^ the usual method is to raise 
the rate of interest. But the main defect of such a method 
of control is that such control is impersonal and does not 
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distinguish between essential and non-essential investmc'nt. 
High interest rates hit all types of investment, the building 
of factories for the manufacture of luxury motor cars as also 
factories for making essential clothes for. the poor. Hence 
such a measure should be supplemented by a, system of 
licensing of investment. Permission to float shares and to 
buy raw materials is to be given only to essential industries, 
which would be given top priority, while investment in non- 
essential directions is to be stopped or seriously curtailed. 

Inflation is a hydra-headed monster, and should be 
fought with many weapons. Reliance on a single method of 
control may not prove effective. 



CHAPTER XXXII 
THE MONETARY SYSTEMS 

A country may make one or two metals as its standard 
of value. When one metal, either gold or silver, is adopted 
as a standard of value, the system is known as monometal¬ 
lism. If the standard metal is gold, it is known as gold 
standard. If the standard is silver, it is called silver standard. 

Two metals may be combined in various ways as 
standards of value. When both gold and silver freely 
circulate as legal tender at a fixed ratio of exchange with 
each other, and are freely minted, the system is known as 
bimetallism. When both the metals are full legal tender, 
but one, generally silver, is not freely minted, the system is 
known as the ''limping standard” ; limping because silver 
not being freely coined, is limping or acting with difficulty. 
Such a standard was prexalent in France in the 19th century. 
There is another way of combining the two, if we adopt the 
suggestion of Marshall. The standard of value would be 
fixed quantity of gold combined with a fixed quantity of 
silver. The government should always be ready to buy this 
combined bar of gold and silver at a fixed price, but there 
should be no fixed par of exchange between silver and gold. 
This system, known as symmetallism, was recommended by 
him as a cony>romise betA^een gold and bimetallic standards. 

Bimetallism : Bimetallism is a monetary standard when 
there is a free coinage of both gold and silver at a fixed 
ratio, and when coins of both metals are unlimited legal 
tender for the.payment of’debts. In.Englaryl, bimetallism 
•was finally abandoned in 181G,. though throughout the 18th 
century gold jvas the actual standard in England. Frartce 
adopted it in 1803, and*in 1865, it was prevalent in the I.atin 
Monetary Union, consisting of franco, Belgium, Switzerland 
and Italy. In the U.S.A., bimetallism was adopted in 1792. 
’ After various controversies, it was finally abandoned id 1900. 
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The followmg advantages have been claimed for bimetal¬ 
lism. First, it was argued that it would secure greater stabi¬ 
lity of prices than was possible under gold 
bimSuSn*^* Standard. The course of production of 

both the metals might be morq steady than 
that of the production of one of them. If the output of gold 
falls, that of silver may rise, and vice versa. In this way, an 
increase or decrease in the production of one metal might be 
compensated by an opposite movement of the other. The 
total output of gold and silver may thus be steady, and the 
price-level would also be stable as in the case of two drunken 
men, who might walk more steadily if they walked hand in 
hand. A standard consisting of two metals would, therefore, 
be more steady. If all countries adopted gold standard, the 
output of gold would fall short of currency requirements. 
As a result, we would have a period of falling prices and 
trade depression. The adoption of bimetallism, by tapping 
the supply of silver for monetary purposes, would stop this, 
fall in prices. Thirdly, the adoption pf bimetallism would 
stop the fall in the price of silver. During the early seventies 
of the 19th century, and the twenties of this century, the 
price of silver was falling greatly. Such a fall in the price 
.of silver diminished the purchasing power of the silver-using 
countries of the East which were, therefore, unable to pur¬ 
chase goods. If silver was remonetised, the demand for silver 
would increase and so also its price. Such a rise in price 
would increase the purchasing power of silver-using coun¬ 
tries, and would stimulate their demand for goods and might 
end the depression. Lastly, it was .argued that the adoption 
of bimetallism would secure a fixed rate of exchange between 
gold-using and silver-using countries. The rate of exchange 
between them is determijpied by the gold value of silver. If 
the price of silver fluctuates? the rate of exchange would 
constantly vary, and this fact wduld introduce a great deal 
of uncertainty in the trade between two counfries. Under' 
bimetallism, the ratio of exchange between gold and silver 
would be fixed, and the course of trade between the countries 
would be smooth. 

These arguments are formidable. Regarding the argu¬ 
ment about the stability of prices, Taussig’s opinion is that 
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after 1850 bimetallism tended to steady the tourse of prices. 
But that it would always do so is not sure. What is the 
guarantee that when gold output will fall, that of silver will 
increase? What if«the courses of their production move in 
the same w^y? The fact is that steadiness of the general 
level of prices would have to be managed by central banks. 
But the great defect of a bimetallic standard is that it would 
be almost impossible to maintain the mint ratio between 
the two metals in^the face of changing market ratios. Suppose 
at the mint, the ratio is 16 to 1. That is, 16 ounces of silver 
would be coined into pieces of the same value as one ounce 
of gold. Suppose further that in the bullion market, 15J 
ounces of silver would buy one ounce of gold. Nobody 
would then take silver to the mint for coinage. Only gold 
will be presented for coinage; gold is then said to be over¬ 
valued, and it’will drive silver out of circulation and will 
become the sole medium of exchange, in accordance with 
the Gresham’s law. Thus as the market price of gold rises 
or falls, it will go ip, or out of circulation, and the country 
will have either gold or silver standard alternately. 

But there are some compensatory tendencies. Suppose 
gold is overvalued at the mint, and everybody is presenting 

it for coinage. The supply of gold as bullion. 

Compensatory in the market will fall off and the supply 
action of bimetall- ^ n- -n • 

ism. of Silver as bullion will increase. The result 

will be that the value of gold will fall and 
the mint ratio and the market ratio will come closer to each 
other. * Thus there is a tendency under bimetallism for the 
automatic maintenance o{ the gold-silver ratio. But if there 
is a strong tendency towards the continuous increase in the 
output of one metal, and therefore towards* a fall in its value, 
that metal will drive out the other from circulation. 

If several important countries adopt the standard, there 
is a greater chance of keefiing the r^tio betjiveen the two 
Ynetals stable.* If all countries adopted the same ratio, export 
of their gold ot silver would be checked as no profit could be 
obtained by such action.’ Consequently Gresham’s law would 
not be in operation. Intematipnal bimetallism would thus 
ensure the simultaneous circulation of both metals at fixed 
'ratio. 
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Bimetallisnri, therefore, to be practicable, must be irtter- 
national bimetallism. And therein lies the greatest hindrance 
to the introduction of bimetallism. Towards the end of the 
19th century, two international conferepces were convened 
with a view to the adoption of bimetallism. But both of 
them failed. “Great Britain at no time was willing to accede 
.... without Great Britain, Germany would not come in; 
without at least one of those countries, the United States 
would not. Whatever the abstract possibilities of united 
bimetallism, the project never had a working prospect of 
realization”.^ 

There are also other difficulties of bimetallism. It would 
introduce great confusion in all business transactions. If one 

of the metals is undervalued in the market, 
cate woi^nig debtors will want to pay in that metal, 
standard while creditors will of course want pay¬ 

ment in the overvalued metal. As a result, 
all transactions will become uncertain and confused. More¬ 
over, though ultimately the mint and market ratios would 
come together, yet there might be intervals when the two 
ratios will not be equal. Speculators will then hold the 
undervalued metal in the hope of profiting from the later 
-rise in its price. Thus there would be constant speculation 
in the bullion market. The fact is that whether under gold 
or silver, the monetary standard would have to be managed 
by central banks so that its value might be stable. We have 
enough trouble'in linking our fate to one metal. It is no 
use complicating the mechanism and increasing the troubles 
of management by tying us to two metals. 

• I It 

Gold Standard 

The essence of gold standard is that the currency autho¬ 
rity should be ready to buy and -sell gold .at a fixed price in 
teims of local currency. So long as this is done the value 
of a local currency cannot deviate from that of gold. Other 
features of the gold standard were somewhat different in 
different countries. Moreover, after 1920, the theory and 
practice of gold standard have undergone changes,—some of 

* Taussig. Principles. Vol. 1. 3rd Edition pp. 282-3. 
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them for the better, and others for the w6rse. We shall, 
first of all, discuss the features of gold standard which 
functioned before 1914. 

The pre-1914« gold standard was based on the free 
coinage of gold. Its normal features were the following: — 

(a) The standard money was defined as a 
Features of the fixed weight of gold, and this gold coin 
Standard.^ Gold as full legal tender. Thus the 

.sovereign contained 123*2744 grains of gold 
(eleven-twelfth fine); Franc, 497806 grains (nine-tenth fine). 
All other forms of circulating media, viz., notes, etc., were 
freely convertible into gold coins. The result was that the 
total quantity of coins was dependent on the quantity of gold 
available in the country, (b) The currency authority was, by 
law, required to buy and sell gold at fixed prices for minting 
into coins. The buying and selling prices may be slightly 
different. For example, the buying price of one standard 
ounce of gold in terms of sterling was £3. 17.?. 9d., and the 
selling price was £3. 17^. lO-^d. The result was that the 
price of gold bullion could not depart from these figures. 
(c) There was free export and import of gold. The result 
was a tendency towards equality in the price of gold in all 
countries. If the price was higher in one country than in 
another, gold came to be imported into the first country. 
Prices rose in that country owing to the increase in the 
supply of gold, while they fell* in the sqpond country owing 
to the export of gojid. There was, therefore, a tendency 
towards an equalization of the prices in different countries 
through gold movements* 

Some ifViportant changes were brought about in the 
mechanism of the gold standard after 1924. First, gold 

doins were withdrawn from circulation in 
Changes in gold all Countries.* Monetary authorities were 
,first**war. jblaced Under obligation to convert the local 

currency, not ‘into gold coins, but into gold 
‘bullion. This«standard is known as the gald bullion standard. 
It secured a great economy in the use of gold. Secondly, the 
Central Bank in many countries began to hold part or whole 
of their reserves against notes and deposits in the form of 
bills, drafts and deposits in a foreign centre. -This type of 
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Cold 

standard. 


bullion 


Standard is kndwn as gold exchange standard, and it was 
supposed to secure greater economies in the use of gold than 
those available under gold bullion standard. 

Varieties of gold standard : So 'there were three 
varieties of gold standard. The first variety whith prevailed 

before 1914 came later to be known as gold 
standard^ circulation or gold currency standard. 

Under this system, gold coins containing 
fixed weights of gold circulated within the country. All 
other forms of currency, viz., non-gold metallic coins, paper 
currency notes, etc., were convertible on demand into gold 
coins at fixed prices. There was also free coinage in gold, 
and export and import of gold were completely free. 

But after the first world war, this type of gold standard 
was given up, and a second type was adopted. This variety is 

known as the gold bullion standard. Under 
it gold coins do not circulate within the 
country. The actual currency consisted of 
paper currency notes and token coins, and these were con¬ 
vertible at fixed rates into gold bars containing a fixed weight 
of gold bullion. In England, bank notes were convertible 
jnto gold bars containing 400 oz. of gold at the fixed price of 
£3. 175. lOd. per oz. eleven-twelfth fine. India adopted it in 
1927, when the Controller of Currency was under obligation 
to give, in exchange of rupees, gold bars containing 40 tolas 
at the price of Rs. 2l. 7as. lOp. per tola. 

The third type of gold standard is known as the gold 
exchange standard. It was evolved before the first world war 
* in India and other eastern countries. It 
sta^^d became very popular after that war when, 

owing to their poverty,’ many countries 
found it difficult to adopt the full-fledged gold standard. 
Under this standard gold coins do not cilculate within the 
country. The local currency, consisting of bank notes and 
token coins, was convertible into foreign exchange based on’ 
gold at a fixed ratio. India, which was on this standard 
before 1917, maintained a large reserve in London, and 
rupee coins were convertible into sterling (which were gold 
coins) at the ratio of If 4d. per rupee. 
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*How the gold standard works : The working of gold 
standard can be illustrated in this way. Let us suppose that 

gold coins are the only media of exchange 
within the country. Therefore, given the 
• volume of goods, the price-level was deter¬ 
mined by the amount of gold coins in circulation, which 
were in their turn dependent on the supply of gold in the 
country. In practice there are other media of exchange, like 
notes and bank deposits. Their presence, however, does not 
alter the fundamental forces at work. The volume of note- 
issue was usually kept in a fixed relation to gold reserves, 
and the volume of bank deposits also bore a more or less 
fixed proportion by law or by custom to the reserves of banks, 
—though the relationship was not as exact as in the case of 
note-issue. Therefore the total volume of currency in a 
country was connected in a more or less rigid relationship to 
gold reserves. When gold was imported into the country, 
the volume of currency increased and prices rose, and vice 
versa when gold was exported. The connection between 
gold movements and price-levels was not, however, as auto¬ 
matic as was assumed in these lines. It was 
raovemSts modified by the credit policy of banks, 

particularly of the Central Banks and their 
bank-rate policy. When the bank-rate was higher, borrow¬ 
ing was checked and prices fell. Conversely, when the bank- 
rate was lower, prices rose. In practice) Central Banks in 
pre-war days changed their bank-rates in accordance with 
changes in their gold reserves. When gold reserves dwindled 
owing to the export of gold, the bank-rate was put up. Prices 
fell. Similarly in the country which gained gold, the bank- 
rate was lowered, and prices went up. In this inter¬ 
connection between gold movements and price-levels lay the 
so-called automaticity of the standard.® 

Externally,' countries adopting nhe ^Id standard 
possessed stable rates of exchange determined by the gold 
contents of cohis. When, owing to an adverse balance of 
trade, the actual rate deviated from this par of exchange 
by more than the cost of sending gold, it would be exported 


Functioning 
gold standard. 


* Dr. F. Mlynarski. The Functioning of the Cold Standard, p. 15. 
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from that country, and its price-level would fall. Since 
everybody prefers to buy where prices are low, its exports 
will increase; and to sell where prices are high, its imports 
will decrease. The balance of trade will improve and the 
rate of exchange will move towards par. 

This is an outline of the way in which gold standard 
worked under the simplest conditions. It has been claimed 

by many writers that gold standard was 
How far gold automatic in operation,'aad that there was 

standard is auto- , % r *• 

matic in operation? scarcely any element of management in 

the working of the gold standard. But this 
is a misreading of the actual working of gold standard. There 
was actually a large degree of management even during the 
period before the first world war. There was no automatic 
relationship between the volume of bank deposits and gold 
reserves. Movements of gold between different countries 
were modified to some extent by the actions of the Central 
Banks. In fact, it is now admitted that much of the success 
of the gold standard before that war was due to the predomi¬ 
nant position occupied by England in the world’s money 
market, and the prudent utilisation of its position by the 
Bank of England. 

The degree of management increased considerably before 
the last war. Increasing use was made of the open market 


Gold standard is 
a managed stan¬ 
dard. 


policy evolved before the first world war. 
It. was also‘perceived that attempts should 
be made to keep prices stable as,far as 


possible with central banking methods. The 


need for management increased cohsiderably in the inter-war 
years. Owing to reductions in the costs of gold transports, 
the difference between two gold points became narrower. 
This made the currency systems more sensitive to inter¬ 
national disturbances. A slight .disturbance in any country, 
or a small chsfiige in the rates of interest 'would now lead tp 
gold movements. The existence of a large volume of inter¬ 
national short-loan^'funds threatened serious “dangers to the 


stability of economic systems. The investor on the continent 


with keen fears of inflationism in his mind, would not risk 


his earnings in long-period investments. Anything which ^ 
would excite his distrust would lead him to move his funds 
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from one country to another considered more safe. Hence 
the constant movement of these funds between different 
Qsntres rendered the task of Central Banks very difficult. In 
their anxiety to prefect the domestic money market, and to 
secure reasonable stability, Central Banks began the practice 
of “sterilising” unwanted gold imports by the sale of govern¬ 
ment securities. Exports of gold were not allowed to affect 
prices as these were “offset” by the purchase of securities in 
the open markets* 'Gold movements thus ceased to exercise 
any influence on the price-level. And the gold standard 
became a fully managed standard. 

It is necessary at this stage to discuss what came later to 
be known as “the rules of the gold standard game.” There 

are two fundamental rules which are sup- 

standard game posed to be followed to make gold standard 

successful. The first is that gold move¬ 
ments should be allowed to exercise their full influence on 
prices. When gold comes in, credit should be expanded. 
When gold goes out, there should be a contraction of credit 
in that country. Secondly, the financial and commercial 
policies of each country should be so devised as to make 
possible proper adjustments of balances of payments and the 
real transfer of net payments. Creditor countries should 
be prepared to allow an excess of imports over exports, and 
should not take such steps, either by tariffs or other methods, 
to cut down the volume of imports through which debtors 
would be paying their debts. 

• Break-down of the gold standard ; None of these rules 
were observed in the wofking of the gold standard in the 
inter-war years. Almost all countries violated the first rule. 
Gold movements were not allowed to exercise their natural 
influence on prices"! England which was continually losing 
gold during this period, took steps to offset effects of these 
movements on the domestic price-level I’hrouglf the purchase 
of securities. The U.S.A. which' was receiving large imports 
of gold, sterilised these imports with a view to keep prices 
stable. The second rule was also violated by three most 
important countries, England, France and the U.S.A. It is 
admitted on all hands that when England returned to gold 
at its old parity, there was considerable over-valuation of 

24 
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Sterling in relation to dollar by about 10 per cent. Though 
tho rate of exchange was fixed at a high figure, wages and 
other money costs had not fallen in that country to a suffi¬ 
cient degree. It was necessary, therefore, that England 
should take steps to lower her wages and other costs. But 
that adjustment was never made. Her economic system 
proved too rigid, and the authorities had not the courage 
to force down wages. The result was that her exports could 
not compete in the world markets in vievJ of her high costs. 
There was, therefore, a constant tendency towards unfavour¬ 
able balance of trade and towards gold exports. Gold 
standard presupposes a flexible economic system, where 
prices should move in accordance with gold movements. No 
wonder that with inelastic prices, and costs, England was the 
first country to give up gold standard. 

France had, on the other hand, under-valued her 
currency when she returned to gold. As a result, she deve¬ 
loped a large foreign surplus. This surplus ought to have 
been invested abroad if equilibrium was to be maintained. 
But the French investor was not willing to lend his money 
abroad. Only a part of the foreign balance was lent abroad 
in the form of short-term deposits, and the remaining portion 
was brought into France in the form of gold. France absorbed 
large quantities of gold during this period. But these imports 
were not allowed to raise the price-level. The U.S.A. 
emerged as the creditor country after the first world war. A 
creditor country must be ready to receive her payments in 
the form of imports of goods. But America became violently 
protectionist during this period, zfnd shut out imports by a 
high tariff wall. Debtors were, therefore, forced to send gold. 
But these gold imports were not allowed to exercise their 
influence on prices. 

These were two most impQrtant reasons for the break¬ 
down of gold** standard after 1931. A world which has not 
learnt to observe the rules of the gold standard game should 
not expect a smodth functioning o.f that standard. There 
were also other equally important reasons. The maintenance 
of the gold standard became a highly complicated task during 
this period. The shortening of gold points made the^ 
currency system of each country extremely sensitive to every 
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pasMng wind which blew in the international money market. 
And at the same time the number of storms and stresses 
increased considerably during this period. The constant 
movements of largewolumes of international short-term funds 
(justly called “bad money") between different countries 
brought excessive strain on the delicate machinery of gold 
standard. In fact, the immediate occasion for the break-down 
of the gold standard in England in 1931 was caused by such 
a withdrawal of« Short-term funds as a result of an inter¬ 
national banking panic. In addition to these, a number of 
changes occurred in the economic system of the world which 
were not favourable to the smooth functioning of the gold 
standard. The war left a legacy of debts and reparations. 
The payments of these threw a great strain on the mechanism 
of international trade and exchange. Debtor countries began 
to lose gold and so adopted restrictive measures in self- 
defence. Not only were the economic difficulties serious but 
the political tension and the uncertainty resulting from the 
forced payment of reparations rendered the smooth working 
■of the economic system an impossible task. Another impor¬ 
tant cause has been the development of an acute protectionist 
feeling in almost all countries. The erection of huge tariff 
walls made the payment of war debts and reparations 
impossible. 

The cumulative result of all these causes was the 
break-down of the gold standard in all countries of the world. 
An international standard cannot be worked successfully in a 
mad nationalist world. 

# Merits and demerit! of gold standard : The main 
advantage of'gold standard is that it pVovides a country with 

a currency which is universally acceptable, 
inflation^ *^^^*^*^ Standard is the only international 

standard tjie world has ever known. Other 
benefits have rflso ‘been claimed for gold. By* ensuring that 
the local currency should be cdnvcrtible into gold, it puts a 
limit to the amount of .money that the afhthorities can issue. 
They cannot issue more paper currency notes unless gold 
reserves kept against these notes also increase. For all 
^ countries of the world, the total amount of money that can 
he issued by them depends on the »total ambunt of gold 
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produced from the mines. Hence so long as a country is 
solidly linked with gold, there is no chance of an excessive 
issue of paper currency. In this sense, gold standard wa/i 
regarded as “fool-proof” or “knave-prfjof.” It was also 
claimed that it provided an automatic monetaryr system. In 
the past, when a country has been divorced from gold, the 
result has been a mismanaged system that has seriously 
disturbed its economic life. 

Thirdly, it secures comparative sdability of prices. 
Unlike other commodities, the output of gold, on which 

, depends the whole of the circulating media. 
It secures rela- . * , ° , 

live stability of IS not subject to seasonal or other short- 

period fluctuations. Had wheat been 
adopted as the standard, a poor harvest in one year would 
have seriously diminished the reserves of banks, and the 
price-level would then have become dislocated. But on 
account of its extreme durability, the existing supply of gold 
is so large that the annual output is but a small fraction of 
total output and its supply is, therefore, relatively more 
stable than that of any other commodity. Gold prices, it is 
claimed, enjoy a greater degree of stability. 

Another important advantage is that gold standard 
secures the stability of foreign exchange rates. The great 

merit of this stability becomes at once 
exchange apparent when we see how its absence, 

- owing to 'the break-down of the gold 
standard, has checked the development of international trade 
in recent times. This stability of exchange rates also secured 
a certain harmony in the movAnents in price-levels of 
different countries. ' , * 

A close examination of these merits will show that many 
of them are of doubtful validity-. We have already seen that 

gold standard i§ not an automatic standard, 
inflation* The Central Bank has to mdnage the mone¬ 

tary system' to remain on gold standard. 
And to remain on 'gold standard is .not alwafys a simple of 
easy task as France found during 1934 The severity of 
the trade depression which set in after 1929 was due to a 
large extent to the attempt made by different countries to, 
stay on the' gold standard. A fool-proof standard may. 
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therefore, be a foolish standard. Gold standard does not serve 
as an effective guarantee against inflation. It ties down the 
yalue of the currency to that of gold. If the value of gold 
falls as a result of the large output of gold, prices will rise. 

Secondlfy, the gold standard did not establish stability of 
prices either over time or over space. If, year after year, the 

output of gold continues to increase or 
t h e stability of decrease, prices will rise or fall over a long 
pricp over space ^period. In fact, such has been the experi- 
‘ ence of the world throughout the nine¬ 

teenth century. Between 1849 and 1871, prices rose because 
new mines in Australia and California increased the supply 
of gold. Between 1874 and 1896, prices fell because of the 
decrease in the production of gold. Similarly, internal prices 
in different countries, though interconnected with each other 
through gold’ movements, showed considerable ups and 
downs according to the conditions of trade and finance. 

The future course of prices is also highly uncertain 
under gold standard. Prices are likely to be upset by “the 
discovery of new mines or processes of mining, by a decision 
on the part of some states to achieve gold standard, or of 
some other states to abandon it, by a sloughing off of 
the hereditary taboos of the Indian ryot, or the London 
banker.”® 




Another disadvantage of gold standard is that it limits 


the discretion of monetary • authorities. Gold standard 


It liif^its national 
autonomy. 


requires that countries owing allegiance to 
it must move in uni.son. So a country 
which ^opts gold standard has to surrender 


its authority in monetary matters, and to move in step with 
other countries. It has to follow the avcTage policy, or the 


average rate of contraction or expansion. But this may often 
go against its interests. Adherence to gold standard may 
make it impossible for a* country tp pursjie a policy of 
capital expahsion in order to achieve full employment after 


•a depression. • 


Managed money : .The expression refers to that mone¬ 
tary standard where the value* of money is managed by the 


• Robertson. Money. 
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Central Bank according to a particular plan. In that sefisc, 
all monetary systems arc now managed. The term is, 
however, generally used to mean that monetary systeni 
where inconvertible paper money circulates, and where the 
currency system is managed by the Central Banjc in accord¬ 
ance with a plan of monetary stability.. Advocates of this 
standard claim that it will avoid all the defects of the gold 
standard. The Central Bank can control the movements of 
prices, untrammelled by any necessity of'l^eeping sufficient 
gold reserves. It will be able to keep prices stable if tjiat is 
considered desirable. This system will also ensure sufficient 
freedom for each country to manage its own affairs in its 
way, unhampered by the necessity of moving in unison with 
others. It thus enables a country to enjoy the blessings of 
autonomy in monetary affairs. 

The working of the gold standard pre-supposes a flexible 
economic system. But since our economic systems have 
become rigid, it will again be impossible to work the gold 
standard satisfactorily. If we could raise or lower our wage- 
rates as we could do with tariff-rates, or prices, we should, 
of course, go back to gold. But that is not possible. More¬ 
over, in view of the fact that the world’s output of gold is 
diminishing, gold prices may fall and prolong depression. It 
is better, therefore, to remain on paper standard and try to 
keep internal prices stable. 

These argumeijts possess* great attractiveness, especially 
after our recent experience with gold. But on a^ calm 

consideration, it will be seen that the 
a^pa^r"s\anclarc”**^ ^disadvantages of the paper system are more 

formidable than they appear kt first sight. 
Advocates of the .‘.ystem forget the fact that gold standard 
like democracy itself is taken for grantfcd as one of the 
essential things of national life. The suspension of the gold 
standard during the thirties only led to increased hoarding 
of gold by the public. So long as this preference for gold' 
remains, some sort ©f gold trappings must be Jeept with our 
standard. Apart from this sentirnental reason, there are 
certain inherent defects ot a paper standard. Such a 
standard offers no security against inflation. Memories of 
the wa'r-time .inflation are so recent that it would be difficult 
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to ‘inspire public confidence in the plan 'of a permanent 
paper standard. And without public confidence, it would 
jiot be possible to work the plan satisfactorily. Secondly, it 
would mean fluctuating rates of exchange. The intention is 
to stabilise, internal prices and to let the exchange rates 
fluctuate in accordance with trade conditions. This would 
introduce great uncertainties in foreign trade, and hinder 
the free flow of international investment. Stoppage of the* 
flow of internatipnal investment is one of the most important 
causes of the last depression, and since the way out cannot 
be easily found without a revival of international invest¬ 
ment, the adoption of paper standards would only aggravate 
the situation. Thirdly, it would be impossible to maintain 
financial stability under such conditions. If, owing to some 
movements of the exchanges, a currency is under-valued, this 
will upset the balance of indebtedness of other countries. In 
defence the latter would introduce tariff walls, exchange 
restrictions, etc. The device of competitive depreciation of 
the exchanges would be adopted by some countries in the 
vain hope of capturing export markets, and this would 
destroy price stability in other countries. 

Whatever the relative merits and demerits of these 
standards, the classical gold standard will never return. A 
full employment economy cannot be worked and maintained 
on the basis of the gold standard. The basic idea behind all 
plans for full employment is* the necessity for undertaking 
expansionist measures for the purpose of driving out un¬ 
employment. But as Mrs. Robinson has pointed out,^ gold 
standard has an “inherent bias towards deflation.” A country 
losing gold ’rnust contract credit in order to maintain equili¬ 
brium in its balance of payments. But a country getting 
gold is under n6 necessity to expand credit, and will not 
usually do so. The result* on balance will be further 
deflation in the' gold-losing country, leading to much un¬ 
employment. Hence no country is now willing to go back 
to the gold standard. * 

But it docs not mean that gold will lose its function 
altogether. America as the holder of the largest quantity 
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of gold and the .British Commonwealth as one of the largest 
producers of gold have an equal interest in the maintenance 
of gold prices. As a result, a compromise has been embodied 
in the proposals incorporated in the International Monetary 
Fund agreement. Gold will now remain as the basis for the 
settlement of international balances and exchange rates are 
to be fixed on the basis of gold. But these exchange rates 
can be varied within certain well-defined limits.® 


‘ See‘'Chaplet 46. 



CHAPTER XXXUI 


CREDIT 


What is credit? Etymologically the word ‘credit' means 
‘giving in trust’ or ‘trusting’. A credit exchange is best 

understood by considering what is a cash 

The basis of ere- transaction. In a cash transaction, goods 
dit IS confidence. ’ o 

are sold and cash is paid at once. Whereas 
in a credit transaction, goods are sold, not against cash, but 
against the promise to pay cash at a later date. Since in a 
credit transaction, cash payment is to be made at some future 
date, it involves trust on the part of the person giving credit. 
The basis of ’credit is confidence. The lender must have 
confidence in the borrower that he will be able to repay as 
promised, and that he has the intention to repay. 

Credit exchange possesses certain superiority over money 
exchanges. The introduction of money remedied many 

defects inherent in the barter system. But 

utnity*^of*"crcdif"*' there are certain difficulties in' the system 

of money exchange. We are all willing to 
accept cash; but if we have sold fifty thousand rupees’ 
worth of goods, we would not be willing to accept actual 
cash in exchange. Such a huge sum of rupees would be 
very inconvenient, and the danger of guarding it would be 
very acute. Moreover, if we have bought goods worth many 
thousands at a great dist^ance, consider the expense and the 
danger of transporting and delivering so much cash to 
sellers. These difficulties are obviated by the use of credit. 

From the standpoint of the ultimate use of credit, it may 
be classified into consumption credit or production credit. 
The borrowed credit may* be consumed at ^oiice. In that 
’ case, it is kn<Awn as consumption or consumer’s credit. Many 
•shopkeepers grant credit to their custoipers who are unable 
to pay cash. The system of hire purchase or instalment 
buying is also an instance of su,ch type of credit. Credit may 
be so invested as to yield a surplus over and above what is 
required to be paid by the borrower. Credit then performs 
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the function of capital and may be considered to btf an 
equivalent to an increase of capital. This type of credit is 
known as production credit. , 

Credit has further been classified intS) commercial credit 
and bank credit. The former refers to that type of credit 
which is used in financing the manufacture and marketing 
of goods. A wholesale dealer may agree to sell goods to 
a retailer on the understanding that the latter will pay his 
dues within three months. That is, he* has granted com¬ 
mercial credit to the retailer. Hundis, bills of exchange are 
good instances of instruments of commercial credit. The 
essence of bank credit may be found in the answer to the 
question, ‘where do banks get the money they lend?’ A 
bank with a cash reserve of Rs. 10,000 is able to lend at 
least 5 to 6 times (if not more) that amount. This is 
possible because depositors and the public have confidence 
in the bank’s solvency. The bank, therefore, lends its credit. 
Bank notes are good instance of such credit. 

Types of credit instrument : There are various types 
of credit instruments in vogue in a modern community. 
These may be (a) cheques, (b) bank notes, (c) government 
notes, (d) bills of exchange, (e) promissory notes, (/) banker’s 
draft, (g) book-credit, etc. 

(a) A cheque is an order by a person on a bank to pay 
the bearer of the cheque a certain sum of money out of his 
deposits. A cheque is a credit instrument so long as itjs not 
presented for encashment. It also rests on the confidence of 
the payee both in the person who draws it and in the bank 
on which it is drawn. *(1)) Bank notes arc issued by banking 
institutions. A bank note is simply a promise by the bank 
to have it converted into legal tender ofi demand. Bank 
notes have circulation among** those members of the. public, 
who have conf^cnce iji the solvency of the bank. Notes of 
well-known banks have easy circulation and aife often legal* 
tender. Note issues, are now-a-days regulated by law, and in* 
most countries only the Central Bank has the monopoly of 
note issue, (c) Government notes are similar to bank notes, 
except that they are universal legal tender. So long as 
Government potes are convertible, they are regarded as good 
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as Standard money or gold. They are based on the confi¬ 
dence of the public in the Government that it is able, to 
convert them into standard money as soon as presented. 
(d) A bill of exchange is an order made by a seller of goods 
upon the purchaser of goods to pay the stated amount of 
money after a definite period of time. The bill of exchange 
differs from a cheque only in this that cheques arc payable 
on demand while bills are to be paid after a stated period. 
‘A cheque is a bili of exchange payable on demand’, (e) A 
promissory note is a note featuring a promise of the borrower 
to the lender, perhaps supported by the guarantee of some 
third person in whom the lender has confidence. Most often 
the lender or the bank deducts the stipulated amount of 
interest from the sum and then advances the remaining 
amount to the borrower. (/) A banker’s draft is a cheque 
drawn by one bank upon another. It is drawn when one 
bank takes a loan from another, or a bank is given accom¬ 
modation in time of distress, (g) Book-credit is effected 
when a tradesman sells on credit or a bank advances money, 
the sale or advance being entered in the account books of 
the tradesman or of the banker. These book-entries are 
legally recognised as evidences of credit even when they are 
not endorsed by the debtors. These book-credits are granted 
on a large scale by businessmen to each other and occasionally 
set-offs are made, the balance being paid in cash. This 
practice of set-off reaches its High water, mark in the system 
of clearing houses for banks. There are other types of credit 
instruments such as bonds and debentures of joint stock 
companies, which are all negotiable instruments and find 
ready market whenever needed. 

Paper money : Paper money consists of bank notes 
and government notes which have general circulation. It 
does not inch;ide. cheques-or bills of exchange which have 
• merely a limited circulating. It is generally issued by 
. Central Banks, but in some countries paper notes are issued 
by the Government. 

Paper money may be either convertible or inconvertible. 
Convertible paper money is redeemable into standard 
metallic money or bullion on demand. It has been found 
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that only a small portion of the outstanding notes is 
presented for redemption at any particular time ; hence only 
a small proportion of the actual amount of notes issued is 
kept by the note-issuing authority in> cash or standard 
money as necessary. Another kind of conveftible paper 
money may be simply a certificate of deposit, where metallic 
reserves arc exactly equal to the nominal value of the notes 
issued. An example of such certificates of deposit is the 
gold and silver certificates of the United ^States. 

Inconvertible paper money consists of notes for which 
standard metallic money or bullion cannot be obtained on 
demand from the issuing authority. Inconvertible paper 
money is generally issued by governments. They may also 
be issued by Central Banks in times of emergency by the 
suspension of the Act under which they are legally obliged 
to convert their notes into full-bodied money. Inconvertible 
paper money is called fiat money, because its use and value 
depend on the command of the government. It has 
circulation only because the public have confidence in the 
government that it will be able to maintain its value. 

Advantages and disadvantages of paper money : The 

advantages of the use of paper money are manifold. Firstly, 
there is an economy in the use of metallic money. In no 
country is an equivalent reserve of gold or other full-bodied 
metallic money kept by note-issuing authorities. There is 
invariably an uncovered portion of note-issue, and to that 
extent the country can save the cost of securing gold or 
silver. If any country uses inconvertible paper money, the 
cost of monetary circulation to it is almost nil and in this 
respect it has an advantage over other countries. Secondly, 
paper money, even when fully convertible, reduces the loss 
to the community through the wear and tear of coins by 
constant use. Thirdly, anyone can carry wijth him paper 
money of any value without mpeh difficulty. Large payments 
can be made through it and it can be sent to long distances 
without much cost. 

The disadvantages of paper money are also not negli¬ 
gible. First, the temptation to over-issue is too much with 
a government in difficulty. If there be too much over-issue. 
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the •paper-money becomes inconvertible and depreciates in 
value in terms of full-bodied metallic money. Secondly, 
spme difficulty is introduced in foreign transactions by the 
use of paper money* Foreigners do not accept paper money 
of other countries. Those who have to make payments to 
foreigners can export full-bodied metallic money, but there 
is no such advantage when paper money is used. Lastly, 
the value of paper money is more unstable than the value 
of commodity money. The value of standard money 
fluctufites with the value of the metal; whereas the value 
of paper money depends upon the quantity of money issued. 
As the value of inconvertible paper money is generally 
unstable, rates of foreign exchange also become unstable. 
Hence the external trade of the country may suffer. 

Principles of note-issue : As regards the principles on 
which note-issue should be based, there are two different 

schools of view: —the currency theory and 
Pr^c?pie the banking theory. Before the Bank 

Charter Act of 1844 had been passed in 
England, two schools had sprung up regarding the true 
principles of note-issue. The exponents of the Currency 
Theory held that notes are issued only to provide an 
economical substitute for gold coins ; but in order to ensure 
full convertibility of these notes, gold should be kept by 
the note-issuing authority to the full value of notes issued. 
If a full backing of gold for the notes ^issued is lacking, it 
may not be possible to convert them at times, and people 
may lose confidence in such notes. According to this school, 
note-issue should be limiited to the amount of gold held by 
the issuing authority and the quantity of note-issue will 
automatically expand or contract with the inflow and out¬ 
flow of gold imb and out of the country. Thus the 
expansion of currency will bt automatic and will not be 
dependent on the whims of* issuing authorities. This theory 
*misunderstoo*d the role of credit. Credit is a good substitute 
•for metallic currency, and with its help the total monetary 
circulation of the country can be expanded whenever 
required. One merit of a good currency system is its 
^ elasticity, and that cannot be ensured if the currency 
principle is followed in the issue of notes. 
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The exponents of the Banking Principle, on the Other 
hand, maintained that from experience it was found that 

only a certain proportion of the actual 
Banking principle, notes issucd need be Irept covered by the 

issuing authorities in gold coins. If there 
is an excessive issue of notes, they will be returned to the 
bank for encashment, and if an adequate reserve is kept 
full convertibility will be ensured. Further, such a principle 
has the merit of elasticity. The total monetary circulation 
can be expanded or contracted according to the negds of 
trade, which can be best gauged by bankers and expert 
financiers. 

Though the currency principle was accepted in the 
Bank Charter Act of 1844, subsequent history revealed the 
wisdom of the banking principle. The vast expansion of 
England during the latter half of the 19th century was 
possible only because of the adoption of the device of cheque 
system—the adoption of which nullified to some extent the 
mischief done by the acceptance of the currency principle 
by the Bank Charter Act. But we should remember that 
exponents of the currency principle of note-issue were 
warned by the history of many joint-stock banks during the 
earlier half of the nineteenth century, when many banks 
came to grief by over-issue of notes without sufficient 
reserves. 

Systems of hot^issue : In accordance with the currency 
principle, various limitations have been placed on the right of 
note-issue. In this section, we shall review these limitations. 

(1) Fixed Fiduciary System. Under this' system, the 
Central Bank is allowed to issue a fixed amount of notes with¬ 
out ked^ing any gold reserve. This portion 
Defects of the called fiduciary issue and it is backed 
by government debts or‘ securities. Notes 
issued above this amount must be backed by 100 per cent 
reserve in gold. This system prevails in England, where; 
under the Bank Charter Act of 1844, the Bank of England 
was allowed to issue notes up to £14 million without gold 
backing. This limit was raised to £260 million in 1928 and 
to £300 million The object of this system is to 
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provide adequate reserves for securing the (ionvertibility of 
notes. But this has made the currency system inelasiiic. 
Currency could be expanded, not in response to trade 
requirements, but only when gold reserves arc increased. 
In times of rjrisis or panic, when there is an urgent need for 
the expansion of note-issue to meet demands of the panic- 
stricken people, provisions of the Act have to be suspended 
50 as to give the Bank unlimited powers of note-issue. 
Further, it locks »a\vay a vast amount of gold unnecessarily. 
•Owing to these reasons, the Macmillan Committee urged 
the abolition of tliis system. 

(2) Maximjwi Fiduciary System. Under this system, a 
maximum amount is fixed upto which the Bank can issue 
notes without any gold reserve, and this maximum is gene¬ 
rally well above the average annual circulation of notes. 
This maximum is raised from time to time, as the business 
expands and the needs for currency increase. This system 
was prevalent in France before 1928, and it was recom¬ 
mended by the Mficmillan Committee for adoption in 
England. The great merit of this system is that it does not 
lock away gold unnecessarily and leaves the question of 
reserve absolutely to the discretion of the Bank. 

(3) Proportional Reserve System. Under this system 
the Central Bank is required to keep a certain percentage, 

generally varying from 25 to 40 per cent 
^ystem^^^ reserve against |he note-issue. This 

, system became fashionable after the first 

war and France adopted it in 1928. The system was recom¬ 
mended for India by the? Hilton-Young Commission, and it 
had been incorporated in the Reserve Bank Act. I'he 
•only merit of this system is its elasticity.* Against one gold 
coin in the reserve, three notes can be issued if the ratio 
prescribed is one to three. ^ Bdt any contraction of currency 
would also be’violent. When one gold coin is withdrawn 
from the reserve, three notes hive to be cancelled. Whereas 
'under the other systein only one note has to be cancelled. 
Moreover, the system Jocks away unnecessarily a huge 
amount of gold which is quite unavailable for purposes of 
, conversion. Let us suppose that the Bank keeps just one- 
third reserve in gold and then one^^te is presented for 
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conversion. If one gold coin is paid, the total reserve would 
then be less than the legal proportion required. Therefore 
the Bank cannot, then, conveit its notes without breaking 
the law. The system is similar to the regulation that there 
must always be one cab at the station so that passengers could 
always be sure of getting one. If there is only one cab and 
a passenger alights, that cab cannot leave the stand and the 
passenger’s position would be the same if there were no cab 
at all. The system is thus clearly indefelisible. 

(4) The fourth method is a variation of the third.^ The 
Central Bank is allowed to hold part of its reserves in 
“foreign exchange” (devisen), including foreign currency, 
deposits in foreign banks, bills, etc. The foreign currency 
must of course be on gold standard. 7 hus the Indian 
Reserve Bank can keep part of its reserves in sterling bills. 
This method is adopted to secure an economy of gold. So 
far as this is a variation of the third system, the objections 
stated therein are valid against it. Occasions may arise, in 
times of panic, for the issue of emergency notes. In England, 
when a crisis occurred requiring the issue of a great amount 
of notes, the Bank Act was suspended and the Bank of 
England was empowered to issue as many notes as were 
necessary to restore confidence. In Germany, where the 
third and the fourth methods prevailed, the reserves of the 
Reichsbank might fall below the legal ratio provided a tax 
on the deficit was paid. 

The right principle of regulation : The question can 
be divided into two parts. The first is concerned with the 


There should be 
no connection be¬ 
tween gold reserves 
and note-issues. 


•question—whether there should be any 
legal'provisions tying the amount of note- 
issue with the amount of metallic reserves. 
And a second question is, what is the 
right amount of metallic reserves that 


a Central Bank should keep to meet it^ obligations? 
Regarding the first question', it is best not to fetter the 


discretion of a Central Bank in any way with** regard to the 


note-issue. Now that gold coins have been withdrawn from 


circulation, notes will be presented for conversion into gold 


bullion mainly for export purposes—to meet an adverse 
balance of payments. Hence it is desirable that reserves 
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shoDld not bear any relation to the voluiDe of note-issud. 
When it is thought undesirable to limit the discretion, of 
ihe Central Bank with regard to the volume of credit in any 
way, what logic is* there in rigidly limiting the issue of 
notes? It i§ also desirable in the interest of price-stability 
to give the Bank full discretion with regard to the 
management of its gold reserve and not to tie it in any 
way with the note-issue. When we are laying upon the 
Central Bank the* highly important duty of regulating the 
volun^e of credit and the price-level, why should we not trust 
in its capacity to maintain adequate reserves against note- 
issues? The right principle is, therefore, to lay down that 
the amount of gold reserves should bear no relation to the 
volume of note-issue. But to provide against the ultimate 
danger ,of over-issue, it might be useful, following the 
French system before 1928, to fix the maximum amount of 
notes that can be issued. This maximum should be well 
above the average amount of note circulation, and should be 
revised from time to time. Moreover, it might be necessary 
to decree that the Bank should keep a minimum amount of 
gold reserve, partly in order to inspire public confidence and 
partly as an ultimate reserve to be used only on grave 
national occasions. Excepting these two limitations, the 
Central Bank’s discretion in the issue of notes should 
be free. 

The answer to the second question depends on the 
propef appreciation of the functions of gold reserves in a 
monetary system. Formerly gold reserves were kept for the 
purpose of converting paper notes into gold coins. But 
since gold cqins have been withdrawn from circulation, 
there is no necessity for keeping any gold reserves for this 
purpose. The existence of gold reserves, assuming of course 
the establishment of gold standard, is now seen to be 
necessary only as* a medium of exchange in international 
payments. 'I'he amount of gdld reserves should, therefore, 
‘depend, not cm the anjount of note-issue, but on the extent 
of any possible adverf^e balance of payments. Reserves 
should be sufficient to enable* the Central Bank to meet a 
, short period adverse balance of payments before it is able to 
correct the situation by adopting suiti^ble remedial measures. 

25 
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Thus calculated, gold reserves would vary from one country 
to ^another. Countries which are international banking 
centres, or which are heavily indebted, or which depend o^i 
a relatively small number of goods for export purposes 
would require larger reserves than other countries. 
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BANKING 

Definition of Bank : Just as we define money by its 
functions, so the best definition of a bank is by its functions. 
A banker is a dealer in credit:—he borrows from the 
members of the public, and lends to merchants or manu¬ 
facturers. He borrows by accepting deposits, and lends by 
way of advances against goods or securities or by discounting 
bills. A bank is, therefore, a person or a corporation that 
deals in credit, i.e., accepts deposits from the public, with¬ 
drawable by cheques, and advances loans of various sorts. 

The system of banking is very ancient. It was prevalent 
in India, Greece and Rome. It arose out of the logical fact 
that people who possessed surplus coins deposited them for 
safe-keeping with persons in whom they had confidence, pay¬ 
able after a period of time when they would require them. 
Holders of these surplus coins soon found out that it was 
profitable to lend the money, provided loans were repaid 
before the date when money would be demanded. Probably 
bankers, as they really were, gave signed papers to their 
depositors as evidences of the deposit money. As people had 
confidence in the integrity and Solvency of the bankers, these 
signed jjapers would pass from hand to hand in settlement 
of transactions. Seldom many of these would be presented 
for repayment to the banlsers. These papers were the origin 
of notes. And, as people had confidence in the credit of the 
bankers, only a small proportion of notes would be presented 
for encashment during a period. The latter were able to 
lend out the major portion olE their deposits with safety, 
thus earning a decent profit with othep people’s money. As 
the business of lending becamC more and more profitable. 
Bankers began "to offer ipterest on the m<mey deposited with 
them, at a rate lower thai\, that obtained on loans—the differ- 
■ence constituting their profit. • In course of time cheques 
.were adopted, and this imparted a great elasticity to the 
system. 
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Thus camd into existence the system of what is knbwn 
variously as deposit or commercial banking. It should be 
noted that when using the term ‘bank', we shall refer te 
commercial banks, i.e., banks which deabonly in short-period 
credit. There are also other types of banks, such as Savings 
Bank, Investment Bank, etc. 

Functions of Banks : A commercial bank is a dealer in 
short-term credit. It collects the surplus balances of 

individuals and financtsi the temporary 
(a) It c»iiccts the needs of commercial and industrial firms, 
savings of the pub- therefore, the collection 

of the savings of the public. This the bank 
does by accepting deposits from its customers. Deposits arise 
in two ways.—^First, members of the public bring legal tender 
money to the bank which then credits them,with a deposit 
account in its book, withdrawable by cheque. Or, deposits 
may be created by the bank itself by giving loans to its 
customers. The borrower is then credited with a deposit 
account which he can use as needed. 


Its second principal function is to give loans. This the 
bank does by discounting the bills of exchange, advancing 

loans against goods or other securities, by 

anci^ adva*nSs^°^"* overdraft, etc. Every banker knows 

that though the deposit may be demanded 
back at any time, only a small part of the total will be with¬ 
drawn at any time; Experience teaches him what margin 
should be kept to meet these demands. The rest he can 
obviously employ in giving loans and advances to merchants 
and manufacturers. These loans may be made against 
security; the sccurit^^ may be gold, or stocks and shares, 
or goods either in coui;sc of manufacture or in course of 
movement from one place to another. Or, they may be 
given without any tangible security, on the promissory note 
of a customer in whose solvency the banker h^s faith. 


A third function is to jirovide an inexpensive medium 

of* exchange—a no]te or a cheque. Note's 

(c) It issues notes grew out of the. receipts of bankers for 
duel ciHssitcs otlicr ^ ^ 

media of exchange, money deposited with them. These notes 

passed from hand to hand, and were. 

generally preferred because they were easily carried and were 
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mofe convenient and safe. In recent times, riie issue of notes 
has become the privilege of a single bank,—the Central Bank. 
Jn the more advanced countries, they have been replaced by 
cheques. The issue and the encashment of cheques are 
similar to tljose of notes. 

In addition to these, a bank performs a variety of other 
functions. These functions are of three types:—financing 

of foreign trade, agency services and general 
funcLions ^*^*> Utility services. Banks finance the foreign 

, trade of the country by accepting or collect¬ 

ing bills of exchange drawn by customers, and by transacting 
other foreign exchange business. Secondly, they act as the 
agent of their customers in collecting and paying cheques, 
bills, dividends, subscriptions, and insurance premia, etc. 
They also sell and purchase shares and securities for their 
customers through the stock brokers. Lastly, they perform 
miscellaneous services for the benefit of their customers. They 
act as custodians of the valuables of the customers, and take 
care of the marketable securities, bonds, deeds of property, 
etc., of valuable boxes and parcels ; collect interest and divi¬ 
dends ; act as a trustee, or an executor of wills, or an ad¬ 
ministrator of family trusts ; are used as a business address by 
its customers ; and issue various forms of credit instruments, 
e.g., letters of credit, traveller’s cheques, etc., which, being 
easily negotiable, are of considerable help to the customers. 

These are the technical functions of J^anks.. Another way 
of loojcing at the thing is that the chief function of modern 
banks is to supply liquidity to the economy. A bank is a 
big substitution centre f»r liquidity, which takes in deposits 
from the puj^lic and supplies liquidity to the economic 
system. * 

Balance-sheet of a Bank : Another way of analysing 
the functions of a bank is to stlidy its balance-sheet. Therein 
^the liabilities an^ the assets of a bank are se| out. A typical 
balance-sheet is like this. 

Liabilities. ^ Assets. 

Paid-up Capital ... ... Cash and balances with the Central 

Bank. 

Balances with and cheques ip course 
of collection on cAher banks. 
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Liabilities. < 

Reserve Fund 

Ourrent Deposit and other Ac¬ 
counts ... 

Acceptances, etc. for account of 
customers 


Assets. 

Money at call and short notice. 

Bills discounted. 

Investments. 

Advances to customers. 

Liabilities o^ customers for accep 
tances, etc. ^ 


Premises. 


On the liabilities’ side paid-up capital denotes the capital 
of the bank, and the reserve fund is«. the accumulated 
resources intended for contingencies. These two represent 
the bank’s liability to shareholders. Deposits are of two 
kinds, current or demand deposits, and fixed or time deposits. 
Current account deposits are those deposits which are with¬ 
drawable on demand by cheques; they are called ‘demand’ 
deposits in America. Fixed deposits are those dejx)sits that 
can be withdrawn only after giving notice to the bank for 
a week or a month or more. In America, such deposits are 
called ‘time’ deposits. The usual practice is not to give any 
interest on current accounts, while fixed deposits earn some 
interest. In India, interest is generally allowed on current 
accounts also, but customers are required to maintain a 
minimum balance with the bank. The last item is of the 
nature of what is called ‘contingent liabilities’ i.e.j they have 
to be met only in certain conditions. The bank may have 
‘accepted’ a bill on behalf of its customer; it then becomes 
liable for payment of the sum mentioned in the bill, in case 
the customer fails to pay. Hence this item is balanced on 
the assets’ side by customers’ liabilities for acceptances. 

The side of assets represents more faithfully the varied 
nature of a bank’s functions. The first item represents the 
cash reserves of the bank to meet the demands of customers, 
and hence its first line'* of defence. TWs cash reserve is 
generally a certain proportion of the total liabilities of the 
bank to its depositors ^nd every bank knows bom its experi¬ 
ence what proportion it should aim at keepin'g in reserve.' 
The general rule followed by British banks* is to keep a* 
reserve of 8 per cent of their deposits. In India, scheduled 
banks were keeping about 14*to 16 per cent of their deposits 
in this form. The second item ‘balances with and cheques 
in course of collection, etc.* explains itself. 
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• “Money at call and short notice” means loans granted 
for very short periods. It consists of loans to biU brokers 
payable at call or seven days’ notice, and loans to the stock 
exchange. These loans are generally backed by adequate 
, collateral, i.e., first class bills or secu- 
Call loans, rities. They represent the bank’s ‘second 

line of defence’. The essence of these loans is that they can 
be recalled at very short notice; such a ‘reservoir of short 
money’ is essential for every bank; for at any moment, an 
exceptional demand may be made on its reserves. When¬ 
ever the bank faces such an exceptional depletion of its 
reserves, it will at once recall some of these loans, or refuse 
to renew them. But as a rule, in normal times, these are 
renewed. The British banks usually invest about 7 per cent 
of their deposits in this way. 

Bills of exchange, generally of three months’ duration, 
are very good short-term investments The fact that they 

. will mature within a short period makes it 

Bills discounted. i ..i* .. i • i urn 

unhkely that their value would fall very 

much; and where there is a good bill market, they can be 
discounted at very low rates. A bank will always arrange its 
bills in such a way that a considerable portion of them will 
mature at a time when large withdrawals of cash may be 
expected. In recent times, the importance of commercial 
bills is declining on account of the comparative lack of such 
bills. Treasury Bills (t.e., 3 mdnths’ bilk issued by the Gov¬ 
ernment) are assuming greater importance in the money 
markets. It should be noted that the amount invested by 
banks in bills tends to vafy inversely with their cash position. 
When investment in bills declines, binks try to keep larger 
cash reserves, and vice versa. On the whole, it has been 
found that banks* generally aim at keeping about 30 per 
cent of their assets in the,form of cash reserves, call loans 

and bills. * * • .# 

• • 

“Investments” are mostly in government securities and 
municipal boftds, or in, industrial share?, etc. They yield a 


Investments. 


fixed income and bring steady profit to 
the bank. They act also as a counterpoise 


• to the customers’ demand for money. When the demand for 
loans increases, the bank sells its securities and increases its 
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advances to customers; and the converse happens when* the 
demand .for loans decreases. But they are considered by 
ortliodox theory to be less liquid than bills. For though 
in normal times, such securities are easily saleable, yet in 
moments of crisis, buyers may be few and their prices may 
.fall so low that selling would be unprofitable. They may 
thus become ‘frozen’. 

“Advances to Customers” represent the bank’s loans to 
its customers against good security or even twithout security. 
They are usually granted for short periods, not exceeding six 
months for varied purposes, viz., to help the temporary needs 
of any legitimate business, or as a temporary loan to com¬ 
panies for the purpose of obtaining fixed capital before new 
issues are floated and subscribed in the market, etc. These 
are the most profitable of bank assets as, banks charge 
interest at the rate of one per cent above the bank rate with 
a minimum of five per cent. 

Reserves ; “Successful banking,” it has been said, 
“depends largely on the management of the reserve.” The 
reserve consists of cash and deposits with the central bank 
which banks keep to meet the demand for withdrawals. The 
reserve must be sufficient without being excevssive. If it is 
insufficient, the bank is courting insolvency, if it is excessive, 
that means idle money and loss to the bank. The bank 
manager, therefore, must strike a nice balance between 
liquidity and cupjdity and in this lies the ability of 
management. , 

There is no rigid fixity about the actual amount of the 
reserve that is required. It will bo governed by the class of 
business conducted by** the clients of the bank., If depositors 
are active businessmen,—mostly industrialists, they would 
withdraw more cash on or before the pay day. If they are 
agriculturists withdrawals will be smaller and fewer, and the 
reserves need qlso be smaller. Secondly, it will also depend^ 
on the season of the year. If ‘the crop-moving season is near, 
there will be a drain of cash to the ^interior to pay for the* 
crops; the reserves would have to,be kept larger. Lastly, 
there is always the chance that some irregular or unpredic¬ 
table demands will be made dn account of (say) international • 
complications. It is ng wonder that the problem of keeping 
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the* exact amount of reserves will tax the ability of a 
manager. 

» But in the last resort, the problem of reserves resolves 
itself into the problem of the liquidity of assets. Loans 
granted by a bank must be, as far as possible, immediately 
realisable. In normal times “call loans” can be immediately 
turned into cash, and hence arc counted as, “the second line 
of defence.” Bills and government securities are generally 
considered as good as cash ; except in almormal times, bills 
can be discounted at reasonable rates and government secu¬ 
rities sold in the market. In abnormal times, when the 
market is completely disorganised, they are of course un¬ 
saleable. But then good bills could be rediscounted at the 
central bank and loans could be obtained from the latter 
against these, securities. I'he right position for a bank 
manager is that he should arrange his bill portfolio in such 
a way that a few bills are constantly maturing and that a 
good many should mature before the day on which large 
withdrawals are liktly to be made. 

Do banks create credit?^ Deposits of a modern bank, 
it has already been stated, are created in two ways. In the 
first place, members of the public bring cash to the bank, and 
arc credited with a deposit account in its books. Deposits in 
Postal Savings Banks are created in this way. In the second 
place, the bank agrees to discount the papers of a customer, 
or to advance loans to him. ‘Instead of paying away cash, 
the bank opens a deposit account in the name of the 
customer, who will then be allowed to withdraw it as 
required. Every loan by the bank, therefore, creates a 
deposit. . 

It has been argued by Mr. Hartley Withers that “loans 
make deposit”; that the initiative in the creation of credit 

lies with ^he banks. Of course borrowers 
•po^s"* possess a •deposit account may 

withdraw their deposit in cash to meet 
their liabilities to others. But these ‘bthers’ may also be 
customers of this bank and they will deposit the sum with it, 
or they may be customers of 6ther banks, and will deposit 

* For an able discussion of this topic, see Ilayck —Monetary ThPory and 
the Trade Cycle, pp. 150-167. 
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their money witli them. In any case, so long as a loan is 
due, a deposit to that amount will be outstanding in the 
books of some bank or banks. 

To this theory about bank’s creatihg credit, vigorous 
objections have been made by the late Dr. Walter Leaf* and 
Cannan.* In their opinion, the initiative in the creation of 
credit does not lie with bankers, but with depositors. What 
happens is that depositors do not withdraw the greater 
proportion of their deposits, and so banks air^ able to advance 
loans. The mistake of these theories lay in looking the 
wrong way. It is not loans which make deposits. Rather 
it is the unwithdrawn deposits that are lent. Hence there 
is no essential distinction between a bank and a cloak-room. 
Let us suppose that there are a hundred guests in an evening 
party, each arriving with a cloak, which he.deposits with 
a cloak-room attendant. It is known that the party will not 
break up before (say) 10 p.m. In case some guests depart 
earlier, the attendant keeps ten cloaks in stock and lends 
out the rest to be returned by 9-30 p.m. * Has the attendant, 
in hiring the cloaks, created 90 cloaks? That is clearly 
absurd and so also is the myth about banks creating credit. 
Leaf has further shown, by analysing the balance-sheets of 
the “big five”, that during the first months of 1926, though 
the advances of banks had increased greatly, their deposits 
actually decreased. How to explain this situation if we 
adhere to the opinion, ‘loans make deposits’? 

The implications of this controversy are important from 
the point of view of price-stabilisation. If the banking 
system exercised no control over the volume of credit; if 
depositors ‘create’ .creclit, then it may be difficult for the 
banking system to contrpl the volume of ^credit and hence 
prices. A clear analysis is therefore necessary. 

Let us, first of all, assume ai\ isolated community which 
conducts no foi^ign trade. Let us further suppose that there, 
is only one bank in the country, and that everybody keeps 
an account with that bank; further, no chsh circulates 

and all transactions are settled by* cheques. Under these 

_ « 

* Leaf. Bankine. pp. 101-104, also p. 126. « » 

^ Cahnan. ‘‘The aiSerence between a Bank and Cloak Room” in 
An Economist's Protest. - 
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hypotheses, the volume of deposits of the bank will be deter¬ 
mined by the volume of its loans. It will deafly create 
•credit. Now we must remove the assumptions one by one, 
to bring the analysis in touch with realities. First, some 
cash is always used, and the bank is under an obligation to 
convert its cheques into cash. The bank must, therefore, 
keep a certain amount of cash reserves to meet the demands 
of its customers. Secondly, there is not one bank, but many 
banks. Cheques *on one bank may be presented through 
other« banks for collection. On the other hand, the bank 
will also possess cheques on other banks. Every bank will, 
therefore, always have some cheques in its favour or against 
it, and it is unlikely that the two will exactly balance.* The 
bank must therefore keep certain reserves to honour the 
cheques presented by other banks. Now the total amount 
of reserves generally bears a ratio to total deposits, and a 
bank knows by experience the approximate reserves that 
it must keep against its liabilities. When its actual reserves 
are greater than this amount, it will extend more loans ,* 
when reserves are lower, it will contract loans. The loan- 
policy of the banking system depends on its aggregate 
reserves. 


There are thus two limitations on the power of banks to 
create credit. Any particular bank cannot lend more than is 

warranted by the amount of its resources. 


Limits to the 
power of a bank 
in creating credit. 

Other banks. 


If it does that its reserves will dwindle 
owing to the fact that it will have to pay 
away more cheques than it receives from 
Secondly,* the creation of credit will be 


accelerated or .retarded in accordance With the total reserves 
of banks as a whole. 


The aggregat*e reserves of banks will depend on the 
policy of the central bank., llE the central bank purchases 
securities from* the market, the reseives of»*banks are in¬ 
creased.® wfien it sells securities, reserves are diminished. 


Thus the policy of the central bank determines the total 


cash, reserves of the banking system, and the total reserves 


of the latter will determine their rates of lending. Cannan’s 


* See next section of this chapter. 

* See next chapter for 'Open Market Polid)'’. 
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difficulty lay in* the fact that he focussed his attention' on 
dep-osits.' Banks do not lend their deposits, they lend their 
credit. And in this process of lending the initiative liesr 
with them. • 

There is, however, one important limitaticm. Lending 
connotes two parties—the lender and the borrower. There 
may arise conditions of falling prices and loss of confidence 
in which it may be difficult to find good borrowers. The 
bank may, therefore, find it impossible to {jfevent its volume 
of loans from falling. The power of creating credit is, 
therefore, incomplete. 

Clearing Houses : “A clearing house is a general orga¬ 
nization of the banks of a given place, having for its main 
purpose the offsetting of cross-obligations in the form of 
cheques.” When there are many banks in a country, each 
bank will receive a number of cheques drawn on other 
banks, deposited with it for collection. A clearing house is 
an organization v/here these cheques are brought, and the 
mutual claims of each bank on othelrs are offset, and a 
settlement is made by the payment of the difference. 
Suppose there are two banks, A and B. In course of the 
day, A will have some cheques, drawn on B, sent to it for 
collection. Similarly, B will also have some cheques drawn 
on A. At the end of the day, or often, representatives of 
A and B meet at the clearing house, and offset the claims 
as far as possible. Suppose A’ has due to it Rs. 10,000 from B 
and will have to pay Rs. 12,000 to B. At the bearing 
house, all these cheques are offset, and A pays the balance, 
i.e., Rs. 2,000 to B, and the ‘ account is settled. In 
practice, all banljis Iceep an account with a large bank, 
generally the central baqk, and A pays B iDy giving a cheque 
for the amount drawn on the central bank. Thus a great 
economy in the use of cash is secured, and all clearing 
transactions zft settled by transferring balances kept at th^ 
central bank from the account of one bank to that of another. 
In this way, huge Amounts are settled in onfe day. 



CHAPTER XXXV 

CENTRAL BANKING 


Since the first world war, the most important develop¬ 
ment in the field of monetary theory is the emergence of 
'O^ntral banks with added prestige and 
ira?T)Sik7 power. The establishment or the re-orga¬ 

nization of central banks became one of the 
essential features of every scheme of financial reconstruction 
undertaken between the inter-war years. There is now 
hardly a civilised country which docs not possess a central 
bank. 

Constitution of Central Banks : The constitution of 


central banks varies so much in important matters that it 

is difficult to speak of a single type as a 
Central bSiL Standard. There arc central banks which 

are owned and managed by the state. On 
the other hand, there arc banks which are owned by private 
shareholders, or by commercial banks as in the U.S.A. Most 
of the central banks started since the first war have been 


shareholder's banks, as it was then the fashion to stress the 
independence of the central bank from Government control. 
But in recent times, the strain of the tfade depression, the 
necessities of rearmament expenditure, and the spread of 
socialistic ideas,—all have combined to increase the influence 
of the Government over»the management of Central Banks. 
There is no Central Bank which is entirely free from the 
control of the Government. This will*be evident if we 


study the composition of the Board of Directors and of the 
Governors of the more impdVtant Banks. The Governor 
of the Board df Directors and his Deputy, ija whose hands 
effective power is concentrated, are often appointed by the 
Government. 'Or, theij* appointment is-made subject to the 
approval of the Governipent. In the U.S.A., all the seven 
members of the Board of Governors are appointed by the 
• President. In France, the Governor and his Deputies are in 
effect appointed by the Government. In Englancl, the 
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Governor, the Deputy Governor and all Directors are now 
appointed by the Government. 

The appointment to the Board of Directors is also made 
in various ways. In America and England, all the Directors 
of the Board are appointed by the Government. Member 
banks of the U.S.A. have only the right to elect some 
Directors in the twelve Reserve Banks. In some countries, 
the majority of Directors are appointed by shareholders. 
Sometimes, rules have been laid down that all or some of the 
Directors should be chosen from the representativ.es of 
commercial or agricultural or other interests. In addition, 
it is the usual practice to lay down that the Secretary to the 
Treasury or a high Government official of the Finance 
Department shall be an ex-officio Director keeping watch 
over the afiEairs of the Bank in the interests of the 
Government. 

The Government also retains control over other matters. 
For example, the distribution of profits is regulated by the 
Government, the state often taking away a share of the 
profits of the Bank, after paying a fixed or a reasonable 
dividend to shareholders. 

Functions of Central Banks : The main function of a 
central bank is to act as the governor of the machinery of 
credit with a view to secure the stability of prices. It 
regulates the volume of credit and currency, pumping in 
more money when the market is dry of cash, and pumping 
out money when there is excess of credit. Its aim 
secure not only the stability of prices, but also the stability 
of exchanges, s<^ far as these two aims are compatible with 
each other. It aims at controlling both the short-period or 
cyclical fluctuations and the long-period movements of the 
price-level. 

In order to perform thi^ o^ective with efficiency, the 
central bank nwist be entrusted with other* furtctions. These 

are hest stated in the words of the Governor* 
(fl) To secure f Bank of England. “Iv should have* 
the sole right of uote-issue. It should be 
the channel and the sole channel, for the output and intake 
of legal tender currency. It should be the holder of all, 
Government ^Dalances uthe holder of all reserves of the other 
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banks and branches of banks in the country. It should be 
the agent, so to speak, through which the financial cfperations 
^t home and abroad of the Government would be performed. 
It would further b« the duty of a central bank to effect, so 
far as it could, suitable contraction and suitable expansion, 
in addition to aiming generally at stability and to maintain 
that stability within as well as without. When necessary it 
would be the ultimate source from which emergency credit 
might be obtained«in the form of rediscounting of approved 
bills, ,or advances on approved short term securities or 
Government paper.”^ 

In the first place, therefore, the central bank should 
possess the monopoly of note-issue in order to secure control 

over currency. We have seen that the 
of^not^ssife^*”^"* ^gg’^^g^.te loans of banks bear some fixed 

relation to their cash reserves. Gash 
reserves consist entirely of notes and subsidiary coins, of 
which the latter are a minor element. Hence to secure 
control over the volume of credit, it must possess the right 
of note-issue. In addition, subsidiary coins are issued through 
the agency of the central bank. 

Secondly, the central bank generally acts as the banker’s 
bank. All other banks of the country keep, either by law or 

by custom, a certain amount of their 
banle?? bank^* * balances with^ the central bank. In the 

U.S.A., member banks are required by law 
to keep a certain percentage,—^varying from 13 to 3 per 
cent—of their total liabilities on deposit with the Reserve 
Banks. In England, joirft-stock banks keep their balances 
with the Bank* of England as a matter of, custom and con¬ 
venience. Under the Reserve Bank Act of 1934, scheduled 
banks in India are required to k^ep a proportion (from 5 to 2 
per cent) of their deposit liabilities with the Reserve Bank. 
It is the ultipiate holder of the reserves of* the banking 
system, and any bank can draw upon this pool to tide over 
temporary needs and difficulties by rediscounting first class 
bills. 


• * Evidence before the Royal Commission on Indian Currency and 

Finance, 1926. • * 
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Thirdly, tKe central bank is also the banker of'’the 
Government. Through taxation and expenditure, the 

Government receives and disburses an 
bankcr^°'^*^ enormous sum of money, which, if unco¬ 

ordinated, might cause unnecessary distur¬ 
bance to the money market. Hence the financial operations 
of the Government should be carried through the central 
banks, which regulate the receipts and payments in such a 
way as not to disturb the money marker.. It, therefore, 
manages the Government accounts and the public debts; 
and has the custody of the funds of the Government free of 
interest. 

Fourthly, when the country is on the gold standard, the 
management of that standard with a view to securing the 

stability of exchange rates is left to the 
(c) Management central bank. For this purpose, the central 
dartll^*^ bank is generally placed under a statutory 

obligation to buy and sell gold at fixed 
prices. In some countries, it is also empowered to sell gold 
or at its option, foreign exchange on a gold standard country. 
Another important function of the central bank in this con¬ 
nection is to assimilate the gold movements. When gold is 
imported, it either initiates an expansion of credit, or steri¬ 
lises gold imports by selling securities in the market. And 
vice versa when gold is exported. 

Fifthly, the central bank is the ultimate lender of last 
resort. By rediscounting first class bills, or by taking advances 
on approved short-term securities from the central bank, 
other banks can increase their cash resources at the shortest 


possible notice. This makes their position more liquid. 
Whenever a crisis or if. panic develops into a run on banks, 
this facility of turning their good assets into cash at a 
moment’s notice is of great advantage to them. It is, there¬ 
fore, the ultimate source from which emergency credit is 
obtained by the market to meet the temporary needs for 
additional credit oT demands for cash on the*part of a panic- 
stricken people. 

Lastly, the central bahk also performs certain other 
minor functions. For example, it acts as the clearing house 
for the settlement of drafts and cheques of commercial banks. 
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.Methods of credit control : The central bank controls 
the volume of credit in tlircc ways,—by raising or^lowering 
the Bank Rate, by engaging in open market operations, And 
by varying the reserve ratios of member banks. \Vc shall 
describe the modus operandi of each policy one by one. 

Influencd of bank rate : Bank Rate is the minimiiin 
rate at wdiich the central bank will discount first class bills 
of exchange, or will advance loans against approved secu¬ 
rities. In some eguntries, it is known as the discount rate. 

Let us assume that, for any reason, a country’s balance 
of trade has become adverse. Such an adverse balance would 
cause an export of gold from that counlry. As the reserves 
of the central bank are thus depleted, it will put up the 
Bank rate. What will be the consequences of a higlier bank 
rate? 

The effect on foreign exchanges. The immediate effect 
will be on the foreign exchanges. Since the bank rate is 
higher, it means that the people, especially foreigners, can 
obtain a higher rate gf interest in that country than elsewliere. 
So they will not withdraw any money that they are entitled to 
withdraw from that country, or the proceeds of any bill they 
have discounted. Foreigners who have money to invest for 
short-periods will send it to that country. On the whole, 
there will be a movement of funds into, or a stoppage of 
funds going out of that country. The demand of foreigners 
for the currency of that country will increase, and hence its 
value rises in terms of foreign currencies. That is, exchange 
rates will become favourable, and gold may even be imported 
into the country. Further, as a result of the higher bank rate, 
there will be less borrowing, and fhe purchasing power 
within the country will decrease. Some portion of this 
decreased purchasing power that would have been spent on 
the purchase of imported goods would no longer be so spent, 
and so the volume of imports will decline. The balance of 
'trade will, therefore, tend to become favourable. 

• Effect on^ prices and costs. Becaust of the higher cost of 
borrowing, businessmen who are on the margin of doubt 
whether it is profitable to invest money in business at the 
old rate of interest will be deterred from borrowing when 
the rate is higher. Moreover, people who borrow‘money 

26 



402 


AN INIRODUCTION TO ECONOMIC THEORY 


repayable over a long period for constructing factories, dojcks, 
buildings, etc., will curtail their activities because of the 
higher rate of interest. The production of investment goods 
will, therefore, be slowed down, and unemployment will 
occur in the constructional industries. As the spending 
power of the unemployed is decreased, prices will tend to 
fall. Meanwhile, traders and dealers, who are in the habit 
of keeping stocks of goods with borrowed money, will try to 
reduce their stocks now that the cost of .borrowing is high 
and there is an expectation of falling prices. They will also 
curtail their orders for goods to producers. The latter,^ faced 
with reduced orders, will not at first shut down their facto¬ 
ries ; for once closed down, it might be difficult to start 
again when business would revive. They will, first of all, 
quote lower prices to the dealers. The wholesale price-level 
will, therefore, fall. But the costs of producers including 
wages have not fallen and they will be undergoing losses. 
As they cannot go on in this way for a long time, they will 
be forced to curtail their productive activities, and a state 
of general unemployment will ensure. Finally, as a result 
of the pressure of the growing unemployment, rates of earn¬ 
ings will fall. Costs will, therefore, fall until it becomes 
profitable again to sell at the lower prices. Thus the effect 
of a higher bank rate is first, to attract a volume of short¬ 
term funds into the country, to make the rates of exchange 
and the balance of trade favpurable: if it continues for a 
longer time, the production of investment goods will decrease, 
wholesale prices will fall, unemployment will ensife and 
finally, costs and money incomes ^will be lowered. The 
opposite happefts when the bank rate is lowered. 

, Open market > operations : The term ‘open market 
policy’ is used to signify those transactic'ns in which the 

central banktsells or pmehases securities on 
Modus operand! its own initiative to control .the volume of 
market,* country. If, at any time, the 

reserves of joint-stock banks q^re ample and 
they are pursuing a policy of easy m6ney which the central 
bank deems unwise, it will sell govefrnment securities in the 
market. Buyers of these securities pay the central bank by 
giving cheques on other banks. These cheques, when cashed. 
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wili diminish the reserves of these banks, and they will then 
be forced to curtail their lending. Their money rateg of 
.lending will move up and the volume of credit in the country 
will be decreased. • Similarly, when the central bank finds 
that money rates arc unusually high and there is a dearth of 
funds in tlic market, it will purchase securities, and pay the 
sellers by giving away its notes. These will be deposited by 
sellers with their banks. Reserves of the latter will, there¬ 
fore, increase, ani they will lower their rates of lending. In 
this v^ay, by selling or purchasing securities in the market, 
the central bank can change the reserves of other banks, and 
influence their money rates of lending and the volume of 
credit. 

The influence of open market operations on the money 
market is not^the same in all countries. In England, open 

market operations have been most success- 
Open market po- fujiy carried out. It is a convention of the 
London money market that other joint- 
stock banks should-not borrow directly from the Bank of 
England either by rediscounting bills, or by taking advances 
against securities. So when the Bank sells securities in the 
market, reserves of banks arc diminished, and they do not 
replenish their cash reserves by borrowing from the Bank of 
England. They cease to give loans, or call in their loans to 
bill-brokers, their second line of defence. In the federal 
reserve system, it is the usual -practice l[or member banks to 
borro^/ from the Reserve Banks by re-discounting their bills. 
So when the Federal Reserve Board sells securities in the 
market and carries off a part of the reserves of member banks, 
the latter may take some bills to the •Reserve Banks and by 
re-discounting them, replenish their resefves. 'Fhcre would 
then be no contrilction of credit and the open market policy 
might become ineffective. Iif recent times, however, a con¬ 
vention has been* established against.large .^ind continuous 
* borrowing frOm the Reserve Banks. More- 
. Open market over, a limit has been fixed up to which 

each member bank will be allbwcd to 
borrow from the Reserve Bank. When the Federal Reserve 
, Board sells securities in the market, member banks will not 
at once re-discount them if they haye already, borrotved up 
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to the limit assigned to them. They will call in loans, 'and 
restrict their purchases of bills, and as a result money rates 
go up. Similarly, when securities are purchased and the. 
sale-proceeds arc deposited with member .banks, and by them 
to the Reserve Banks to pay off their debts, this process will 
reduce their indebtedness to the Reserve Bank and lead 
them to adopt a somewhat more liberal credit policy. Money 
rates then become lower. The efficacy of the open market 
policy haiii:hus increased in recent times ‘under the Federal 
Reserve System, though it is not as perfect as in England, 
On the continent, this policy has not been much used. 'Fhc 
Bank of France has been recently allowed to engage in open 
market operations, while the Reichsbank's power to deal in 
government securities was enlarged just before the last war. 

I'hus open market operations are an effective instru¬ 
ment in the hands of a central bank for exercising a stabi¬ 
lising influence in the money market. When there is a great 
demand for funds, for example, before the Christmas and the 
market rates of lending tend to go high, the central bank 
can come to the rescue of the money market and pour funds 
into it by purchasing securities. Moreover, by purchasing or 
selling securities, the central bank can “sterilise” or “offset” 
movements of gold. When gold is imported into the country, 
the reserves of banks are increased thereby, and they may 
embark on a policy of credit expansion. The central bank, 
if it does not like ap expansion of credit, will sell securities 
in the market and thus wipe off the surplus reserves of banks 
and prevent them from expanding their loans. This is called 
‘sterilising’ gold imports. Conversely, when gold has been 
exported and as a result, the reserves of bapks are lower, 
they may pursue a policy of credit restriction. The central 
bank, if it desires to |)revent contractidn, will purchase 
securities in the market. The* reserves of member banks will 
increase and tl^py will cease to contract their 'loans. This is 
called “offsetting” of gold. 'Lastly, in emergencies and in' 
crisis, when the demand for funds on the part of the panic- 
stricken people vastly increases, and^ there is a run on banks, 
the central bank can come to their rescue not only by re¬ 
discounting their bills, but by liberally purchasing securities ^ 
and supplying the mar|<Let with additional funds. This was 
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onef of the main ways in which the Federal* Reserve System 
tried to meet the banking crisis of 19.‘H-32. • , 

• Relation between bank rate and open market policy : 
It is obvious that tlic use of the bank rate and of open market 

operations cannot be separated from each 
Bank rate policy other. Each, by itself, may not be as 
policy. eilective as is desirable, ror example, a 

high bank rate may not always result in 
a contraction of * credit. Other joint-stock banks may be in 
possession of surplus funds which they would go on lending 
at low rates, even if the bank rate is put up. The bank rale 
thus becomes ineffective. Under such circumstances, the 
central bank will sell some securities in the market and 
absorb the surplus funds of banks. The latter will then be 
forced to follpw the lead of the central bank and curtail 
their loans. Similarly, the open market policy, if it is not 
followed up by appropriate changes in the bank rate, may 
not always be effective. Let us suppose that, in order to 
control credit, the cientral bank sells securities, but has not 
raised its rate of discount. Member banks may then reple¬ 
nish their reserves by rediscounting these securities with 
the central bank, since the bank rate is low. The policy of 
credit restriction will be unsuccessful. But if the bank rate 
is also simultaneously put up, other banks will find it un¬ 
profitable to rediscount securities. They would call in their 
loans. Hence each of the two weapon^ may not always be 
successful if it is not backed up by the other. 

Open market operations are now-a-days used to prepare 
the market for changes in the bank rate as well as to make 
the bank rate,more effective. Before <the bank rate is raised 
finally, securities are sold in the market to prepare the 
ground beforehand so that the market may be forced to 
follow the lead of the centrdl bank. Similarly, when the 
bank rate beebmes ineflFective, open market, operations are 
resorted to, *to make it effective. Now-a-days it is being 
‘increasingly felt that to^ correct any temporary maladjustment 
in the money market, the use of the bank rate policy is 
unwise. The influence of changes in the bank rate is far- 
reaching, and it should, therefore, be used only to cure any 
permanent disequilibrium in the, economic, life *of the 
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country. Consequently, the policy of purchase or sale of 
sectirities" is finding increasing favour with the central 
banking authorities as a method of control. ' 

Variation of bank reserve ratios t Writing in the 
Treatise on Money, Lord Keynes suggested arjning central 
banks with another weapon of control, viz., changing the 
reserve-ratios of member banks. Central banks might not 
find it always {possible to engage in open market operations. 
There may be a shortage of securities which central banks 
might buy or sell. Moreover, it will not always be profitable 
for central banks to purchase securities at higher prices, and 
to sell securities at lower prices. So it may sometimes be 
convenient if the central bank is empowered to ask member 
banks to keep a higher or lower percentage of reserves against 
their deposits. In India, for example, scheduled banks are 
required by law to keep 5 per cent of their deposits with the 
Reserve Bank. If the Reserve Bank finds at any time that 
these banks are in possession of surplus funds on the basis 
of which they are going to expand their loans,—a course 
which the Reserve Bank considers undesirable, it should be 
authorised to call upon scheduled banks to keep (say) 7 per 
cent reserves against their deposits. A large part of their 
surplus funds will then be immobilised and they may be 
unable to create more deposits. Under the Banking Act of 
1935, the Board of Governors of the Federal Reserve System 
of the U.S.A. has been authorised to increase the reserve 
ratios of member banks upto certain limits. On several 
occasions since 1936 the Board increased or lowered the 
reserve ratios ^f member banks in order to control large- 
scale changes in the volume of credit. In 1936, the Reserve 
Bank of New Zealand was also authorised to alter the reserve 
ratios of trading banks. ^Such provisions are also to be found 
in the case of the Bank of Mexico, Belgium, etc. 

Rationing credit : By means of thd above three^ 
policies, the central bank cah control the total volume of 
credit outstanding in the market. But it canriot control the' 
uses to which credit may be put. Bj/ rationing credit it may 
discourage the grant of loans 'to stock exchanges by refusing 
to rediscount the papers of a bank which has extended liberal 
loans tb speculators. Under the Securities Exchange Act of 
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19!r4, the Board of Governors of the Federal Reserve System 
has been given the power to prescribe margin reqnircments 
•for the purpose of preventing an excessive use of credit for 
stock exchange spc*culation. This policy, however, is not 
very much u^ed by the central banks. 

In addition, central banks often exert much indirect 
influence over the loan policy of member banks by what is 

called “moral persuasion.” There is 
Moral persuasion. . much closc co-operation between 

the central bank and member banks, and the former may 
persuade the latter to follow its lead. 

Limits of control : So long we have discussed the 
methods by which the central bank can control the money 

market. Each of these methods is subject 

bank rate^^ffictiJS? serious limitations. Changes in the bank 

rate will not always act in the way desired. 
The central bank controls the bank rate. If changes in the 
bank rate are not followed by similar changes in the other 
rates prevailing in the market, these will not be followed 
by changes in the volumes of bank loans. There is often no 
proper co-ordination between different money rates prevail¬ 
ing in the money market. According to the convention of 
the London money market, it is the usual practice of Engliish 
banks to charge rates which are usually 2 per cent above 
bank rate with a minimum of 5 per cent. So when the bank 
rate is raised rates charged by the banks will also rise. But 
a lowering of the bank rate below 3 per cent, will not lead 
to any further fall in other rates. The central bank can 
thus force an increase in*money rates, but its power to force 
a fall in such-rates is severely limited.* This means that the 
central bank may be able to check an inflationary movement, 
but it will not be able to control deflation by causing a fall 
in money rates, provided o{ course that the volume of bank 
Joans is respKyisive to changes in the rates of-interest. This, 
however, does not happen on many ocgisions. A change in 
the rates of interest affects the cost of beftrowing to business¬ 
men. But the cost of borrowing forms, on many occasions, 
only a small part of the total cost of a businessman who is 
•more concerned with the prospective rates of profits to be 
earned in his business. If he expects that prices are rising. 
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he will not be deterred from borrowing by the fact of a'rise 
in .the cdst of borrowing. A fall in the bank rate may not 
induce a businessman to borrow if prospects of profits are 
otherwise gloomy. 'Fhis is especially tiMe during a period 
of acute depression when prospects of profit give place to 
the fear of losses. At such times no positive rate of interest 
will lure busine.ssmcn to borrow. 

The policy of open market operations has also serious 
limitations. We have seen that in England/purchase or sale 

of securities by the Bank of England will 
i.imitations of cause an expansion or contraction of bank 
licy. reserves. But things may not happen in 

the same way in the U.S.A., where, unlike 
in England, the banks may borrow from the Federal Reserve 
Banks. When a Federal Reserve Bank sells securities in the 
market to absorb any surplus cash reserves of banks, the 
latter may easily replenish their reserves by borrowing from 
the Federal Reserve Banks. In case of purchase of securities 
by the Banks, the member banks will nd doubt receive extra 
cash. But they may utilise the cash to repay their debts to 
the Federal Reserve Bank. Under the circumstances their 
reserves will not increase. Moreover, when the Federal 
Rserve Banks are trying to increase the cash resources of 
banks by purchasing securities, the public may withdraw 
cash from banks in panic, with a view to hoarding. In that 
case, the reserves of banks may not increase. This happened 
in the U.S.A. in 1932 when the Federal Reserve Board’s 
attempts to increase the cash resources of banks were neutra¬ 
lised to some extent by large withdrawals of currency made 
by the public in fear df an epidemic of bank failures. Even 
if the central bank succeeds in increasing^ the cash reserves 
of banks, that does not mean that their loans will also 
increase. In the first place, banks may simply pile up more 
cash reserves tf^ strengthen their position in tlje face of an, 
emergency. In that rase there will be no increase in loans. 
Secondly, even if bartks are willing to *lend, businessmen may 
be unwilling to take loans. Banks may place plenty of water 
before the public horse, but the horse cannot be forced to 
drink if it is afraid of loss through drinking water. This • 
may happen when confidence is lacking in the acute phase of 
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a (fepression. During such a period, an expansion of bank 
loans and investment will not be easy of achievcincnt. ‘But 
•unfortunately the burden of depression cannot be lifted 
unless there is such an expansion, rhus we arrive at tiie 
same conclusion as before. The central bank cannot cure a 
depression. 

The same conclusion is reached if we analyse the impli¬ 
cations of the policy of variation of rcser\'e ratios. If banks 
possess excess cash resources, the central bank may, by 
increasing the reserve ratios, neutralise the excess reserves, 
and force banks from pursuing a policy of easy lending. But 
when the reserves are low, the central bank may seek to 
remedy the situation by lowering the ratios. But this may 
not lead to an increase in the volume of loans if businessmen 
are otherwise,* nervous or pessimistic about the future. 

There is, of course, much truth in this contention. But 
it has been argued that periods of acute depression arc 
usually reactions from previous periods of excessive booms. 
As the debauchery, so the headache. If the central bank can 
control booms in the early stages, it can prevent the emer¬ 
gence of a deep depression. “The fact that a motor car is 
not well adapted for getting itself out of a ditch once it has 
fallen does not prove that it is beyond the powers of good 
driving to keep it in the middle of the road”.’ But can the 
central bank take steps in sufficiently early stages? It may 
be admitted that if corrective means art taken at the early 
stage, they may be successful. But that may not always be 
possible. Adequate statistics showing changes in the eco¬ 
nomic situation take time to be collected, and measures 
adopted by th*e central bank also take time to become effec¬ 
tive. So by the time statistics are collected, properly inter¬ 
preted and the measures becevne effective, the disease may 
become deep-seated. Economic diagnosis is not always an 
easy task. A tendency towards a fall in prices*may not mean 
the onset of a Repression. It may simplf indicate an increase 
in productive efficiency. So if the central bank takes steps 
to check such a fall in’pricejv it may actually promote a 
boom as happened in the U.S.A. between 1924-29. 

* Report of the Macmillan Committee, P. 95. 
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Hence many economists are suggesting the adoption of 
' other methods. Much can be gained if 

control there is more co-operation between the 

central bank and other banks. If the latter 
follow the lead given by the former, some of the problems of 
credit control will disappear. Occasions may arise when it 
may be necessary to exercise some sort of qualitative control 
over bank loans. The central banks in some countries have 
been empowered to discriminate against tanks which have 
advanced a large portion of their resources as loans for specu¬ 
lative purpose. Others have gone in for a bolder policy, and 
have suggested that since changes in the volume of invest¬ 
ment are the prime cause of changes in the economic system, 
the state should assume direct control over the volume of 
investment. 



APPENDIX TO CHAPTER XXXV 

A NOTE ON THE EFFECT OF BANK RATE CHANGES 

There are at least two different views regarding the way 
in which chang«?s ki the bank rate influence prices and pro¬ 
duction. The first view, upheld by Mr. Hawtrey, would focus 
attention on the behaviour of dealers in holding stocks of 
finished and semi-finished goods in response to changes in 
short-term rates of interest. The second line of thought has 
been propounded by Lord Keynes. According to him, it is 
the changes in the volume of fixed capital or investment 
goods, following a change in long term rates of interest, 
which form the basic element in the whole causation. 

According to Mr. Hawtrey, the central fact in the 
whole .situation is tht willingness of “dealers” to hold stocks 
of working and liquid capital goods, i.e., semi-finished goods. 
Now the holding of these goods can be, and is usually 
financed by means of short-term loans. Movements in short¬ 
term rates of interest, by causing appropriate changes in the 
holding of goods are sufficient to explain any change in prices 
and production. If short-term rates of interest rise, the cost 
of borrowing and of holding 'stocks of goods with loans 
increases. Dealers, therefore, try to reduce their stocks ; and 
they will send less orders to producers for goods. Producers 
find that sales are falling bff. The latter, in their turn, may 
cut prices witii the intention of inducing dealers to buy 
more ; or they will curtail output. How far they will lower 
prices or curtail output will depend on the shape of their 
cost-curves. As the output ^s curtailed, some of the factors 
of production ^become unemployed. Money incomes, there¬ 
fore, contract, either because the number of persons earning 
money income*s decline,, or the rates of remuneration go 
down. This leads, again,*to a decline in retail sales of goods. 
Dealers, finding sales falling off, reduce their orders to pro¬ 
ducers, and so forth. Faced with depleted orders, producers 
cease to enlarge their stocks of fixed •capital goods, ^o the 
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market for investment goods becomes depressed. In 'this 
way, prices and production register a decline. 

According to Lord Keynes, the economic situation is 
affected, not through changes in short-term rates of interest 
and in the stocks of working capital goods, but through 
changes in long-term rates of interest and the volume of 
fixed capital goods. The demand for working capital is not 
so sensitive to changes in short-term rates; it is the result of 
the general situation, wliich is itself efetfermined by the 
demand of entrepreneurs for fixed capital goods. So he fixes 
attention upon long-term rates. Now when the bank rate 
changes, long-term rates of interest will also change in the 
same direction for the following reasons. When short-term 
rates rise, while long-term rates remain stable, short-term 
securities become relatively more attractive to investors and 
bankers. Such persons will transfer their funds to the short¬ 
term market by selling long-term securities. This will cause 
the prices of the latter to fall. That means a rise in long¬ 
term rates. Moreover, fearing a further rise in interest rates, 
investors may begin to sell long-term securities whose capital 
value is likely to fall very much and to buy short-term assets 
whose capital value cannot fall so much as they will be repaid 
at par within a short-time. The result will be a rise in long¬ 
term rates of interest. 

Changes in long-term rates will affect the investment 
market. The volume of investment in fixed capital goods 
depends on the prospective profits to be earned from such 
goods and on long-term rates of interest. The rate of profits 
remaining the same, the higher the’long-term rate of interest, 
the less attractive befcomes any form of neWt investment or 
replacement of existing capital. As a result, entrepreneurs 
will spend less on fixed ^.capital goods, l^mployment in the 
capital goods trades declines, an(^ total money incomes shrink. 
Expenditure on current consumption will decrease. Employ¬ 
ment in the consu;nption goods trades will then decline. 
Prices and production will fall all-round. ‘ The opposite 
process will follow from a fall in /.he interest rates. 

It should be noted that it is not possible for us to verify 
any of these views by a reference to facts. The efficacy of 
both these lines of thought depends on the behaviour or the 
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response of entrepreneurs in different economic situations, 
about which we have very little knowledge. Moreover, 4:he 
•states of trade and prices arc not so responsive to changes in 
interest rates, as is»assunied in both the theories. Interest 
is only one of the factors which govern the ^’olume of new 
investment, either in working or fixed capital goods. Lastly, 
it should be remembered that the two explanations arc not 
mutually exclusive. A change in the bank rate may lead 
to a change in thc*holding of stocks as well as in the volume 
of fixed capital goods. The dilfcrence in both the views is 
mainly one of cmj)hasis. 



CHAPTER XXXVI 

SOME CENTRAL BANKS 

Bank of England : Established in 1694, the constitu¬ 
tion of the Bank of England was governed by the Bank 
Charter Act of 1814. Before 1946, - hs position was 
unique among central banks, as it was a purely. share¬ 
holders’ bank, managed by a Court of Directors entirely 
chosen by shareholders. When the Labour government 
came to power in 1945, the first important measure 
that it undertook was to pass an Act to “nationalise” 
the Bank of England. Under that Act, the Bank has been 
nationalised, and shareholders have been paid Government 
stocks bearing interest at 3 jier cent redeemable at par on or 
after 5th April, 1966. As the Bank was paying dividend 
at the rate of 12 per cent shareholders have been paid stocks 
of the value of £400 for every share of £100 held by them. 
The Governor and the Directors are now appointed by the 
government for five-year term and four-year terms respec¬ 
tively. The Bank is divided into two departments—the Issue 
Department and the Banking Department. The function 
of the Issue Department is to issue notes according to the 
fixed fiduciary system. Originally, notes to the value of 
£14 m. could be issued by the Bank without any gold back¬ 
ing, and any notes issued in excess of this amount were to 
be covered by gold to the extent o'C 100 per cent. Further it 
wMs provided *that if^any bank which possessed the right of 
note-issue at that time ceased or was debarred from issuing 
notes, the Bank of likigland might increase its fiduciary 
portion by two-thirds of the amounts thus withdrawn. By 
virtue of this provision, the fiduciary Issue was raised to 
£19,750,000 in 1932. By the Currency Act of 1928, the 
fiduciary issue waS raised to £260,000,000. ' It was further 
provided that the fiduciary portion can be raised with the 
permission of the Treasury and it was raised to £275,000,000 
in 1931. Formerly, the Bank was prohibited from issuing 
notes below £5, but under the Act of 1928, the issue of £1 
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and IO 5 . notes was allowed. Profits on the issue of notes, 
after deducting the expenses, are paid to the Ircasury, 

The Banking Department conducts all the banking acti¬ 
vities, holds the balances of the government, other banks and 
the public, keeps the ultimate reserve of the country, fixes 
the bank rate and is required to publish a weekly return. 
The business of the Bank is conducted by the Court of 
Directors’ composed of the Governor, Deputy Governor and 
26 other members.appointed by the government, subject to 
directions given by the government. The Governor and the 
Deputy Governor hold office for five years and are re-eligible 
for appointment. The last Governor, Lord Montague 
Norman, held office for 17 years. It is an unwritten 
rule that no member of any bank, except the private or 
merchant banking houses, is eligible for directorship. The 
Court meets every Thursday, fixes the bank rate, i.e., the 
minimum rate at which the Bank will discount first class 
bills, and the weekly return. The Bank has eight provincial 
branches. . 

Bank return : The weekly bank return, published on 
every Thursday, is an important guide to the state of the 
money market. It is said to be the “barometer” of the London 
money market. 


ISSUE DEPARTMENT 

Notes issued Covcrnmenl Debt £11,015,100 

In circulation ... 1.382,760,161 Other Rovcfnincnt 

In Banking Department 67.487,072 securities ... 1438.261,722 

* Other securities ... 712,021 

Silver coin ... 11,1.57 


Amount pf flduciary 

issue , ... 14.50,000,000 

Gold coin &: bullion 247,83.3 


1450,247,833 ^ 1450,247,833 

BANKING DEPARTMENT 


Proprietor’s capital * ... £14..553,000 
Rfcst ... • ... 3,951,121 

Public deposits ^ ... 9,607,090 

Other deposits Bankers 290,629,949 
Other Accounts ... 93,644,'389 


CoveriimcAit securities £312,424,705 
Other securities 

Discounttind advances 12.383,550 
Securities • ... 17,729,.362 


30,112.912 

f^otes ... ... 67.487.672 

Gold and .silver coin ... 2,360,460 






384,274,538 

312,385,749 


412,385,749 
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The main function of the Issue Department is to ifisue 
notes, I he item on the left side shows the total amount of 
notes issued by the Department. “Notes in circulation” are, 
those notes which arc either in the hands of the public, or in 
the vaults of banks as their cash reserves. Notes in the 
Banking Department are the cash reserves of that Depart¬ 
ment and appear at the end of the balance sheet of that 
Department on the right side. Against these liabilities. 
Bank holds the assets on the right side. The amount shown 
as “Government debt” is an old debt, contracted by the 
Government of William III when the Bank was originally 
started, by lending its whole capital to the government. The 
next item, “Other Government Securities” consists mainly 
of Treasury bills, and of any other government security 
which the Bank chooses to hold. The next item, “Other 

r 

securities” consists of domestic and foreign bills. Since the 
war a certain amount of silver has been accumulated with 
the Bank. The amount of silver is diminishing as it is 
being used up in minting subsidiary coins. All these 
make up the fiduciary issue which stood at the high figure of 
£1,450,000,000. This increase is due to that fact that since 
the war, all gold coins have been withdrawn from circulation, 
and the Bank has met the void by issuing £1 and lOs. notes. 

In the Banking Department, the first item on the side 
of liabilities is “Proprietor's Capital”,—the subscribed share 
capital of a Bank,,, which is now held by the government. 
The “Rest” is undivided profit and it is never allowed to 
fall below £3,000,000. Next is “Public Deposits.” It 
includes the balances held to the account of various govern¬ 
ment departmefnts. ^‘Bankers Deposit” includes the balances 
of joint stock banks. Fluctuations in this item show the 
amount of the reserves pf commercial banks. It is thus an 
important index to the state of the money market,—^whether 
banks are suiferingTrom a paucity or iiurplus of funds or 
not. The “other Deposits" include the deposits of foreign 
central banks, acceptance houses and discount houses, Indian 
and Colonial governments, etc. 

On the side of assets, the first item “Government secu¬ 
rities” includes the Treasury bills and any “Ways an<d 
Means Advances” made to the government and the secu- 
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rifift which the Bank buys on its own initiative. “Discounrs ” 
include bills which bill-brokers take to the Bank' for dis¬ 
counting. “Advances” mean the loans made against first 
class securities either to bill-brokers or to the regular custo¬ 
mers of the Bank. The interest charged on advances by the 
Bank is one balf per cent, above Bank Rate, riiese two 
items mount up when the money market is short of cash, 
and bill-brokers are “squeezed” and then go to the Bank 
for temporary lo'ans. '^I'he item “securities” includes bills 
which,, the Bank buys on its own initiative, and the loans of 
Indian, colonial and other governments. “Notes” are the 
till-money of the Bank, and together with “gold and siher 
coin,” they constitute what is called the reserve of the Bank. 
The percentage which this bears to the total Deposits,— 
Public and other Deposits, is called the “Proportion,” and 
shows the strength of the Bank’s position. When the propor¬ 
tion is high, we should expect the bank rate to fall ; when it 
is low, the bank rate is expected to go up. 

The control of the Bank of England over the money 
market is exercised by means of the bank rate and tlie open 
market operations. The bank rate is the minimum rate at 
which it will discount first class bills of exchange. It is 
published every Thursday after a meeting of the Ck)urt of 
Directors. The only break with tradition was on the 19th 
September, 1931, when the bank rate was raised on Saturday, 
following the suspension of the gold standard. But though 
the bar\k rate is the minimum rate, the Bank may discount 
for its favoured customers at a lower rate, or it may ask a 
higher rate to discouragt redi.scounting. In addition to 
the bank rate,, there is another rate. Called the “Lombard 
Rate” for loans on stock exchange securities and other colla¬ 
terals ranging from 7 days to three months, and this rate is 
generally higher than the bank rate by one half per cent. 
The bank rate ‘is uniformly above the market rate of dis¬ 
count, so that usually no rediscounting i.s.done by the market 
at the Bank. It is only when bill-brokers arc “squeezed”, 
i.e., asked to pay off the (;all loans by joint-stock banks, that 
they borrow .from the Bank. 

- (B) Federal Reserve System : The Federal Reserve 

System is a unique central organization in many respects. 
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It is the only decentralised system, consisting of not 'oAe 
central bank, but of twelve banks supervised by a single 
organization. It is the fruit of years of study of the banking, 
institutions of the important countriet of the world. It 
embodies, therefore, the results of recent experiences of 
central banking. 

To understand the origin of the Federal Reserve System, 
it is nccc.ssary to have an idea of the banking conditions 
in the U.S.A. before 1913. Banks wer^ ‘organized under 
a great variety of laws,—state and federal,—and there was 
no co-ordination, no team-work among them. There was no 
organized agency for meeting the demands for emergency 
currency. Each bank was supposed to keep ample reserves ; 
but most of them were unavailable during periods of stress. 
Above all, the currency system was absolutely inelastic. 
Notes could only be issued by national banks after depositing 
government bonds with the Comptroller of Currency. So 
the expansion or contraction of notes did not take place in 
response to trade demands, but in response to variations in 
the prices of government debts. There were, therefore, 
frequent panics in the banking system, the most'notable of 
which was the crisis of 1907-8. It was to remedy such a state 
of affairs that the Federal Reserve System was organized in 
1913. The functions' of the System were stated in the 
preamble to be “to furnish an elastic currency, to afford 
means of rediscounting commercial paper, to establish a more 
effective supervision of banking in the U.S.A., and for other 
purposes.” 

The Federal Reserve System consisted of twelve Reserve 
Banks and the T^deral Reserve Board. Tho whole of the 
United States has been divided into twelve districts,^ each 
district containing one Reserve Bank. Each Reserve Bank 
is formed by the banks in the district, which arc known as 
“member-banks”. National banks i.e., banks organized 
under the federal laws, must become member-banks, and 
state banks and trilsts, etc., are permitted to join, provided 


* vh., Bo.ston, New York, Philadelphia. Cleveland, Richmond, Atlanta, 
Chicago, St. Louis, Minneapolis, Kansas city, Dallas and San Francisco. « 
Neev York and Chicago arc central reserve cities. The ten others are 
reserve cities. ‘ 
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th*ey*fulfil the requirements of the Federal Re'serve Act. Each 
member-bank contributed six per cent, of its paid-up capital 
and reserve to provide the capital of the Reserve Banks. 
Member-banks number about 9,000. Each Bank has 9 
Directors, of whom three were appointed by the Federal 
Reserve Board,—one of them being the Chairman of the 
Board of Directors, and six were elected by member-banks. 
Of the last six, three must be actively engaged in commerce, 
agriculture or inclustry. 

In addition to subscription to the stocks of the Reserve 
Bank, each member-bank must keep El jier cent, of its 
demand deposits and 3 per cent, of its time deposits (if it is 
situated in central reserve cities), 10 per cent, of its demand 
deposits and 3 per cent, of its.time deposits (in reserve cities), 
and 7 per cent, of its demand deposits and 3 per cent, of its 
time deposits (if it is a country bank), on deposit with its 
Reserve Bank. The Federal Reserve Board is empowered 
.to suspend these reserve rccjiiirements in cases of emergency 
lor a certain period, j^rovided it levies a graduatefl tax upon 
the amount by which actual reserves fall short of tlie legal 
reserves. Each Federal Reserve Bank was required to keep 
a reserve of 35 per cent, in gold or lawful money against 
its deposits. 

The Federal Reserve Banks can issue two kinds of 
notes,—the F'ederal Reserve Bank notes and Federal Reserve 
notes. The F'cderal Reserve "Banks deposit government 
securities with the Treasury and can then issue Federal 
Reserve Bank notes to an amount e(|iial to the par value 
of the securities. These "notes were issued to replace the 
national bank motes,^ In addition, the Reserve Banks can 
issue Federal Reserve notes against which they are recpiired 
to keep a reserve of 40 per cent, in gold. The reserve may 
fall below this ratio with the permission of tlie F'edcral 
l^escrve BoareJ, provided a graduated ’tax i?* paid on the 
deficit. • 

The Federal Reserve Board was tRe controlling and 
supervising body of the system. It consisted of 8 persons, 
two of whom are the Secretary of the Treasury, and the 

* In March, 1933, the power to issue Federal Reserve Bank note was 
increased to cope w'ith the crisis. ' 
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Comptroller of Currency, ex-officio, and the other six T^ere 
appointed by the President for ten years with the consent 
of the Senate. The Board exercises general supervision over* 
the whole system, can examine the accounts of every Reserve 
Bank and member-bank, may suspend the operations of any 
Reserve Bank, can review and determine the rate of discount 
of each Reserve Bank, can regulate open market operations 
of the system, and has power to suspend every reserve 
requirement of the Act, if deemed nece&sary. The Board 
was advised by a Federal Advisory Council, composed of 
twelve members one for each Reserve Bank, in respect of 
discount rates, notes, issues, etc. 

This was the constitution under the Federal Reserve Act 
of 1913. The Banking Act of 1935 has introduced some 
changes in the organization of the Federal Reserve System. 
The old Federal Reserve Board is henceforth to be known 
as the Board of Governors of the Federal Reserve System, the 
titles of Governor and Vice-Governor being changed to Chair¬ 
man and Vice-Chairman, to be appointed by the President of 
the U.S.A. for four-years terms. "I’lie new Board of Governors 
would consist of nine members, appointed by the President 
with senatorial approval, for a term of 14 years. The 
Secretary of the Treasury and the Comptroller of Currency 
would no longer be the members of the Board. The Act 
also provides for the appointment of an Open Market 
Committee, consisting of seven members of the Board of 
Governors, and five representatives of the Federal Reserve 
Banks to be selected by the latter. This Committee will 
henceforth manage open market operations. 

The Act pro,vid6s for the appointment of a President 
and a Vice-President of each bank to serve as its chief 
executive officers for five^ears terms, the appointments being 
subject to the approval of the, Board of Governors of the 
Federal Reserve BoaAl. The authority of the Board over the 
Federal Reserve Banks has thus considerably increased. 

The Federal 'Reserves notes can be issued with 4(> 
per cent, backing of gold certificates. This percentage has 
now been reduced to 25 by an Act of the Congress passed in 
June,^1945. The Board of Governors is also empowered to 
vary the statutory reserve requirements of member-banks. 
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provided they arc not revised downwards, br are not more 
than doubled. The Reserve Banks are now autlibrised to 
•give loans against real estates, provided the loans may not 
exceed 50 per ccnt.«of the value of the real estate, and must 
mature within 5 years. In any case, the total amount of 
such loans must not exceed 100 per cent, of the capital and 
surplus of the Bank, or GO per cent, of its time and savings 
deposits, whichever is greater. The Reserve Banks may also 
give loans on p^pCr otherwise ineligible provi(icd they shall 
not liave a maturity of more than 4 months, and a penalty 
in the way of interest be added of not less tlian ^ of one 
per cent. 

All these changes have made for increased centralised 
control, and greater flexibility. 

(C) The. Bank of France: Established in 1800 by 
Napoleon Bonajxirte, the Bank of France is one of the 
simplest of all central banks. The Bank was ostensibly a 
private institution, its capital being subscribed by private 
shareholders. In case, as in the case of (he Bank of 
England, the French government also passed an Act for 
nationalising the Bank of France along with four commer¬ 
cial banks. I'lie management was entrusted to the Cleneral 
Council, composed of the Governor and two Dej)uty- 
Governors, appointed by the Presideht of the Republic. 

There was a General Council consisting of 20 members ; 
of these. Ministers of Finan’cc, National Economy and 
Coloni/:;s appoint one member each. Six members are 
appointed by the Minister of Finance from a list of three 
names submitted by eaCh of six commercial agricultural, 
industrial and labour organizations. • Three members are 
elected by the National Economic Council, the Central 
Committee of the savings banks and the staff of the Bank 
of France. Two member^s are elected by the General 
JVfeeting of the shareholders and the erther sijc are cx-offido 
members holding particular position^ in state financial 
institutions. *rherc arc also three censors who are elected 
by the General Assembly of shareholders, from amongst 
industrial or commercial shareholders, and who have a 
•consultative voice in the General Council and exercise 
supervision over all operations of tho Bank. 
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The Bank Jiossesscs the monopoly of note-issue. Before 
1928 tht Bank was not required by law to keep any gold 
reserve against its note-issue, and the maximum amount of 
notes that it could issue was fixed by law. But since 1928, 
the Bank is reejuired to keep a gold reserve of 35 per cent, 
of the total of its notes and current account efeposits. The 
Bank is also recpiircd to buy and sell gold at the rate of 
65.5 milligrammes of gold’’ (nine-tenth fine) per franc. In 
addition to issuing notes, the Bank CaiVies on a large 
rediscounting business. The bills to be rediscounted must 
carry three signatures,—one may be dispensed with if 
adecjuate security is furnished, and must mature within 90 
days. The Bank, unlike the Federal Reserve System, is 
ready to discount for private individuals. "I’he Bank has 
a large number of branches situated all over ..the country. 

The Bank’s relation with the state has always been very 
close. It is the banker of the state, and it has helped the 
state constantly by making large advances to the latter either 
free of interest or at nominal rates. 'Vhe Bank habitually 
keeps large gold reserves and its di.scount rates are, as a rule, 
sloivly changed. Its control over the money market is not 
as effective as that of the Bank of England or the Federal 
Reserve Board. Its al3ility to control is hampered by the 
comparatively unorganized nature of the Paris money market, 
and also by the independent action of the large private 
banks-. Its powers tt) engage in open market operations have 
been enlarged in 1938. It cannot fully control the activities 
of the member-banks. 

Like the Bank o^ England, the Bank of France has been 
nationalized in 1945, and private shareholders have been 
paid off by the state on the basis of the market value of 
their shares. • 

(D) The lleserve Bank of India : The Rbserve Bank has 
been established in India in'from''^ the purpose of taking 
over the management of the currency from th'e Government 
of India. It was a shareholder’s,, Bank, the government 
retaining some control ovdr the appointment of some 


• This rate ‘has been rewsed in recent times. 
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Dirtctors. The Bank has been nationalized fiom 1st January, 
1949. The Government has taken over the shares fyom 
existing shareholders by handing over bonds to the value 
of Rs. 118-10 per sJiare of Rs. 100/-. The management of 
the Bank has been entrusted to a Board of Directors con¬ 
sisting of a Governor, two Deputy Governors and 10 Directors 
nominated by the Central Government. 4 Directors out of 
10 has been nominated from each of the four Local Boards. 
The Directors shifil hold office for 4 years and are re-eligible 
for .ippointment a second time. For each of the four 
different areas, there is a Local Board consisting of five 
members nominated by the central government. 

Like the Bank of England, the Reserve Bank has been 
divided into two Departments, the Issue Department and 
the Banking department. The Issue Department has the 
sole right of note-issue. Notes must be backed by gold and 
sterling securities to the extent of at least 40 per cent, of 
which the amount of gold must not fall below Rs. 10 
crores, and the rest*to be liacked by eligible securities and 
trade bills. The Bank was further authorised to suspend 
the reserve requirements as to gold and gold securities with 
the sanction of the Government. 'Fhe Banking Department 
is authorised to accept money on deposit without interest, to 
purchase, sell and rediscount trade‘bills and bills against 
government securities maturing within 90 days and bills 
against agricultural crops maturing within nine months to 
give Iqans repayable on demand or maturing within 90 days 
against eligible securities ; to purchase and sell government 
securities of the United fCingdom and of India ; to purchase 
and sell to scheduled banks, i.e., member-banks, sterling in 
amount of not less than one lakh of rupees ; to do open 
market operatiorfs for the purpose of regulating credit in 
the interest of trade and inefustry. The Bank is also the 
^agent of the Central Government and Stat^ Governments, 
and accept deposits from these* bodies i^nd conducts all other 
’banking operations including managements of public debts. 
The Bank also buys or sells other foreign currencies for 
purposes of maintaining the ’exchange value of the rupee. 
The Bank is, however, forbidden to advance money on the 
mortgage of immovable properties, jar engage .in trade and 
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industry. The Sank has also a separate Agricultural Credit 
Department to study questions of agricultural credit. 

The control of the Bank over the loose and unco¬ 
ordinated Indian money market is yet nn unknown factor. 
The indigenous bankers, who form the bulk, are not 
members of the Reserve Banking system. The Bank is yet 
in its infancy, and a prediction as to its future is premature. 



CHAPTER XXXIX 

MONEY MARKETS IN VARIOUS COUNTRIES 

In a broad sense, the term, “money market”, refers to 
the financial institutions—banks, discount houses, brokers, 

stock-exclianges, etc.,—which compete with 
c:eniral bank. * another for borrowing and lending money. 

, For the .sake of conNenience, it may be 

divided into five parts. Firstly, tlierc is the central bank, the 
axle-wheel upon which the tvhole money market revolves. It 
acts as the guardian of the market, diminishing or expanding 
the supply of money and credit in the interest of domestic 
stability. Nominally, the central bank does not actively parti¬ 
cipate in its activities. It merely supplies the appropriate 
stimulus taking up the thread only when the market is 
unable to manage itself. 

Secondly, thereds the “call-loan” market,—“a market for 
marginal funds, for temporarily unemployed or uncmjdoy- 
• able funds.” As the name implies, here 

Call loan market, funds are employed for very short periods 
—mostly for a week and even for a night. 
Main lenders in this market are commercial banks and otlurr 
corporations. Banks, as we have stated, employ certain 
portions of their funds in tht call-loap market and count 
them iis their second line of defence. Whenever they want 
to replenish their reserves they recall those loans. The big 
corporations usually lend their .surplus unemployable funds 
in this market, (for example, the dividends before distribu¬ 
tion). The central bank does not usually lend any fund, but 
in emergencies, ft becomes an important source of supply. 
The borrowers in this market*are the bill-brokers and stock- 
^brokers, llie* borrowing is done rnamly by, bill-brokers in 
England, and by stock-exchange speculators in New York. 
*The bill-brofos in England discount or purchase bills and 
hold them till maturity with funds borrowed from joint- 
stock banks. The rate at whifch these funds are borrowed is 
known as the call rate, and it is generally one per cent, below 
the bank rate. The rate is highly .sensitive, depending on 
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the volume of funds lent by banks. The latter are usual'iy 
wiljing to renew their call-loans. But there are times, e.g.^ 
on the day when half-yearly accounts are closed, Christmas* 
season, etc., when banks would w'ant io strengthen their 
reserves, and they will ask bill-brokers to pay off the call- 
loans. Bill-brokers are then said to be “squeezed” for cash, 
and they are forced to borrow from the Bank of England 
temjx)rarily because the bank rate being higher than the 
market rate, borrowing at that rate is ustia'ily unprofitable. 
The market is then said “to go into the Bank.” , 

In New York, call-loans arc taken mostly by stock¬ 
brokers. When the American speculator buys a stock, he 
pays only a marginal deposit of (say) 25 per cent. The 
remaining 75 per cent, is borrowed from the stock-broker, 
who, in his turn, borrows at call from liis bank, by pledging 
the stock as collateral with the Bank. This call-rate is, 
therefore, highly sensitive to the wind and weather of specu¬ 
lative sentiment. It is the reflex of the activity of the New 
York speculators, and at times rises upto soaring heights. 
While the Bank of England can control the call-rate, the 
Federal Reserve Board is often potverless to coerce and control 
the New York call-rate as was shown by the Wall Street 
speculation of 1929. 

Thirdly, there is tht market for short-period loans. Here 
money is available for longer periods, generally for three 

mopths. This is the special field of acti- 
raaiS vity of the commercial banks, which pollect 

the savings of the public, and lend them 
through discounts and advances. The chief borrowers are 
the Govcrnment,*which borrows through Treasury Bills, and 
the industrial or mercantile clients who borrow by discount¬ 
ing their bills, or on promissory notes, or *through advances 
and overdrafts. * 

Fourthly j tjtiere is*the market for long-period loans. On^ 
one side, there is an prganizafion for the supply and invest¬ 
ment of new capital^ and on'the other, an’ 
markef Organization for thp transfer of old capital. 

The former is undertaken by a specialised 
body of promoters, issue houses, or by commercial banks, and • 
the latter is carried on in the stock-exchanges. The function 
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ot tfhe first is to float new shares, securities*, bonds, etc., for 
public subscription. The main borrowers in this niarket^are 
the government, municipalities and other public bodies, and 
the industrial undertakings. "I'lie shares, securities, etc., are 
taken up by the members of the public who have saved. The 
function of s'tock-exchanges is to help the eflicient working 
of the former by providing a constant market for the transfer 
of securities. 

Lastly, thel*e* are specialised bodies, serving a special 
marki?t, or supplying a special type of credit, 'lb this cate¬ 
gory belong the Savings Banks, Agricultural Land Mortgage 
Banks, Building Societies, etc. 

In theory at least, the activities in these different markets 
should be well co-ordinated under the aegis of the central 
bank. Each Qf the rates should be in proper relation to the 
other, rising and falling together. For example, when the 
central bank is beginning to initiate a ]X)licy of easy money, 
either by lowering the bank-rate, or by the ])iirchase of secu¬ 
rities, all other money rates should come down. So in the 
ideal money market, movements in the bank-rate will 
generate similar movements in other rates. Any discrepancy 
between movements in the rates should be capable of being 
quickly corrected. Let us take the case when the sliort-term 
rate is abnormally lower than the long-term rate. Sjjecula- 
tors will then borrow ‘short' money and invest in long period 
securities. Banks and other 'short-teryi lenders will then 
place jnore of their resources in long-term investments. In 
these various ways, the demand for short-term funds will 
rise while their supply \fill fall due to the action of bankers. 
The short rates will rise. And the prices of long-term 
securities will fall until the two rates w'ill again reach the 
same relative position. In actual life, however, such a 
frictionless money market hrfrdly exists. I'he discrepancy 
between short-term and long-term • rateswhich existed 
between the inter-war years points out that movements in 
the different Vnoney rgtes are not always similar. In parti¬ 
cular, the call-rate is peculiarly sensitive to the speculative 
sentiment and may break a'way from other rates. The 
co-ordination of different money rates is one of the most 
important problems of the art of ccjitral banking. ’ 
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Our examination of the basic economic factors is now 
almost complete. We have examined in detail the concept 
of the national income, the way in whiciti different factors 
co-operate to produce that income, and the problem of 
pricing of the component units of tlie national income and 
of the services of the factors of production. Our next task 
has been to examine the working of the monetary and 
banking institutions, Wc arc now in a position to study 
the modern tlieory of employment. The importance of this 
part of our study is obvious. The volume of employment 
and the level of the national income constitute the most 
important single element in determining whether or not 
each of us has a job and a decent standard of living. When 
the volume of employment is low, the national income is 
small, and a large .section of the population must be living 
in misery ; when it is high, most of us have a job and live 
relatively well. The theory of employment seeks to provide 
the explanation for the alternate periods of prosperity and 
depression through which our economic system passes. 

Determinants of income and employment : On what 
factors docs the volume of employment depend? A business 
firm will employ more labour and other factors of production 
when it exjjccts'*higher demand for its product or products. 
When the demand for a product is very high, the firms pro¬ 
ducing it will try to expand their outpul, and so employ 
more factors of production tnan before. Similarly, when 
the aggregate demand for all products and services is high, 
the volume of employment offered to factors will also be 
high. Now, a high aggregate demand for all goods and 
services will be the result of a high rate of total spending. 
If consumers spend more money on the purchase of con¬ 
sumption goods, the demand for such goods will be high, 
and thfe firms producing them will provide a large number 
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of jobs for the factors of production. Or, >f business firms 
and the government spend more money on investment, |he 
•demand for investment goods will be high, and more men 
will be employed in making such goods. Thus the volume 
of employment depends on the total spending during 
a given perio^d. 

Our next task is to find out the forces which determine 
the total amount of spending in a community. W'hy is it 
that at one tiind the total spending increases ai such a rate 
as to provide almost overfull employment, while at another 
time it falls so low that millions become unemployed? To 
understand that, we must first classify spending. Who 
spends the money and why? The largest amount of spending 
is done by ordinary consumers on such things as tooth 
brushes, shoe,polish, clothes, food, a ride on the bus or 
theatre tickets etc. These are consumers’ goods, and the 
expenditure on their purchase is consumption expenditure, 
or simply consuniplion. There is another type of spending, 
which is directed towards what is called investment goods, 
i.e., machines, tools, factories etc. This type of exj)enditure 
is to be called simply as investment. Investment may be 
made by business firms in which case it is to be called 
private investmeiit, or by the government, when it is to be 
called ‘public investment*. The goods which we export to 
foreign countries are called foreign investment goods. 'The 
total amount of spending is thus cqua} to the sumtotal of 
consumption and investment. In order to know what 
determines total spending, we should analyse the forces 
which govern spending for consumption and for investment. 

Consumption : Expenditure on consumption constitutes 
the largest part of total spending. The total amount of such 
expenditure depends upon many factors. But the most 
important influence is the lei'el of money incomes earned 
^by the individuals. When an individual has higher money 
incomes, he will usually spend mf>re ^money on consump¬ 
tion. In other words, the larger the ineome, the larger will 
be the expenditure on consumption. Another important 
fact to be noticed is that although consumption increases 
when income rises, it generally increases by a smaller 
amount. When a person’s income, rises by Rs. 100/-, he 
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will usually spend more on consumption ; but it is unlikely 
that lie will spend the whole of the additional Rs. 100 on 
consumption. He will probably spend a part of the in¬ 
creased income on consumption and save the rest. This 
relation between income and consumption is known as the 
'prol/ensity to consume*. This is equal to 

Total consumption 
Total income 

« “ 

It is also called the consumption function^ and we can 
draw up a curve sliowing the amounts spent on consumers' 
goods at different levels of income. 



In this figure, income is measuBed along the horizontal 
axis, and consunfption .along the vertical axis. Let us draw 
a line from O at tS" to OY. At any point on this line, 
income will be exactly equal to consumption. In other 
words, the whole of the income is spent on consumption. 
The line C(Y) is the consumption-income Schedule, measur¬ 
ing the propensity to consume at different levels of income. 
From any point on this line, we can find out the amount of 
consumption that would be made at a particular level of 
income. Take any point Q on the C(Y) curve. It shows that 
out of an income OQ, QQ amount will be consumed. If 
we know the national income of a country we can find out. 


THE THEORY OF INCOME AND EMPLOYMENT 


431 


by means of the propensity to consume curves, the actual 
amount of consumption that will take place on tho basis of 
.that income. Total spending will, therefore, depend upon 
the propensity to .consume and investment. Now total 
spending must also be equal to the total income. One man’s 
expenditure A another man’s income. The expenditure on 
consumption will be just equal to the incomes earned in 
the production of consumers’ goods, while that on invest¬ 
ment is equal to. the incomes earned in the making of 
such goods. Hence total spending on consumption and 
investment must be equal to total income. 

Consumption function i The amount of income possessed 
by an individual is one of the most important factors 
in determining how much he is going to spend. ’I’he higher 
the income, the higher will be the expenditure on consump¬ 
tion. The influence of all other factors that determine the 
expenditure on consumption is grouped together in the 
expression, the propensity to consume, or the consumption- 
function. Propensity to consume is the ratio that measures 
the relation between income and consumption. It indicates 
how much of the income will be spent on consumption. 
The propensity to consume is etjual to total consumption 
divided by the total income. 

What factors determine the propensity to consume ? In 
the first place, it depends, to some extent, on the distribution 
of income. The propensity to consume is high in the case of 
persons with low incomes and low in the case of the rich. 
If the distribution of inoome is more equal than at present, 
the propensity to consume will be high ; the more unequal 
the distribution, the lower is the propensity to consume. 
Secondly, it will also depend on the individual’s attitude to 
thrift. The psychological attitudes of a miser and of a spend¬ 
thrift will be quite different. Another determinant is the 
expectation of changes in prices. If consumers expect a rise 
in prices in future, they will hasten spend now on a 
larger scale than before. This is likely to happen most 
during periods of extreme inflation. Rates of taxes are also 
,an important influence on the propensity to consume. Taxes 
reduce income and so reduce consumption.. Thc' exact 
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amount of reduction will, however, depend on the kind of 
tax. Taxes like sales tax or excise duties usually fall heavily 
on the lower income groups and so reduce consumption to 
a greater extent than the income tax w;hich will probably 
reduce the saving of the rich than their consumption. 

Docs the rate of interest exercise any inllUcnce on the 
propensity to consume? In the past it was argued that a 
liigh rate of interest led to a decline in the propensity to 
consume. In other words, it led to larger '..aVings. A fall in 
the rate of interest was supposed to favour consumption. 
But the elfcct is not so simple. The influence of the high 
rate of interest on consumption may also work in the 
opposite direction. People who want to have a certain 
income in old age will have to save a smaller amount when 
the rate of interest is high than when it is Ipw. In short, 
a change in the rate of interest may raise or lower the 
propensity to consume. However, ordinary changes of one 
or two per cent, in the rates of interest arc not likely to 
affect tlic propensity to consume. The list of factors so far 
discussed is not intended to be exhaustive. Many other 
factors like the amount of liquid assets possessed by con¬ 
sumers, expected changes of income etc., exercise some 
influence on the propensity to consume. 

Although the propensity to consume may change, and 
does occasionally change because of changes in any one of 
the factors mentioned above; it has on the whole been a 
relatively stable 'and constant proportion of the income. 
There arc, of course, exceptions. For example, during the 
last war, the propensity to consumc«declined, because many 
consumers’ goods were not available, and mapy consumers 
decided to save more out of patriotic motives. Some econo¬ 
mists have expressed tlic opinion that'' the relation of 
consumption to income tends to be high in periods of 
falling incomes^ and to be low in years of i*ising incomes. 
This may be a fact. Our habits of consumption change 
slowly. When our»hiconies fall, we are reliictant at first' 
to cut down our consumption of things and go on till we 
are forced to do it. When dur incomes rise, we begin to 
adjust our expenditure on consumption slowly, raising our 
standaid of living only by gradual steps. 
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• • When income changes, consumption will also change. 
The ratio of the change in consumption to the changg in 
income is called the marginal propensity to consume. It is 
thus equal to , 

tlie change in consumption 
the change in income 

If the marginal propensity to consume is two-tliird, it 
indicates that CQpsuiners will spend two-thirds of any increase 
in their incomes on consumption and save the remainder. 
It summarises in simple terms the reactions of the consumers 
to changes in income. The implications of the concept of the 
marginal propensity to consume in the theory of the multi¬ 
plier will be discussed in a later section. 

Investment : Let us next analyse the factors that deter¬ 
mine the volume of investment. As we shall sec presently, 
the volume of investment has been, and is a highly variable 
element, and this instability is responsible for most of the 
variations in income and employment and for the alternating 
periods of booms and depressions. Hence it is of great 
importance to analyse the causes of variations in investment. 

The amount of public investment depends on the policy 
of the government and of the various local bodies. Let us 
leave public investment for the time being, and concentrate 
on the factors determining the amount of private investment. 
Most private investment is undertaken bv business firms, and 
in deciding whether or not to carry out a particular invest¬ 
ment project, a firm usually takes two facts into considera¬ 
tion,—the net yield it expects to obtain from the investment 
project over its lifetime, and the rate of interest at tvhich it 
is to borrow funds to finance the project. The estimated net 
yield or the expected rate of return on an investment project 
is known as ‘"the marginal ejiciency of capital”. Private 
investment thus depends upon the marginal efficiency of 
capital and the rate of interest. A firm expects to obtain a 
late of return*equal to 0 per cent from, a proposed invest¬ 
ment project. If it can borrow funds from the market at 4 
per cent to finance the project,* then it will be profitable for 
^the firm to borrow and start making the investment goods. 
Even if it has not to borrow funds for the project, which it 

28 
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Can finance out of its own resources, it will still have to take 
the curfent rate of interest into account. If, instead of 
investing in the project, it lent the funds in the market, it 
could have obtained a return on its fluids at the current 
rate of interest. A firm that seeks to maximise profits will 
not invest if the marginal elficicncy of capital is less than the 
current rate of intev(;st. 'Thus so long as the marginal effi¬ 
ciency of capital is higher than the rate of interest, firms 
will go on adding to their investment. Bul as the stock of 
investment goods increases, tlie marginal efficiency of capital 
will decline until it becomes ecjual to the rate of interest. 
Other things being equal, the higher the marginal efficiency 
of capital, the larger will be the volume of investment and 
vice versa. The higher the rate of interest, the smaller will 
be the volume of investment and vice versa. The volume of 

I 

investment will thus be carried up to the point at which the 
marginal efficiency of capital becomes equal to the rale of 
interest. We have then adv'anced another step in our 
analysis. 

Marginal efficiency of capital : On what does the 
marginal efficiency of capital depend? Imagine a business 
man contemplating the installation of a factory for making 
cotton piecegoods ; what factors would he take into account 
in estimating the probable net yield from his investment? 

An important factor is to be found in the expected 
demand for the products of the factory, both present and 
future. A large and especially a rapidly increasing demand 
for cotton piecegoods will be favourable to the marginal effi¬ 
ciency of capital, and more invettment will naturally be 
made. For this purpose, it is not the current demand, but 
the expected future demand during the lifetime of the plant 
that will influence estimates of the net yield from investment. 
On many occasions, however^ expectations about the future 
demand arc cpnsidcrably influenced by current experience ; 
to this extent the current demand will be a factor in deter- 

t 

mining the net yield from investment. 

The rate of growth of population is also relevant in 
this connection. A rapidly’growing population is usually 
supposed to raise the marginal efficiency of capital. Growing 
population < means growing market for various classes of 
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goods, while a declining population results in a shrinking 
market for goods. * • 

Another factor is the rate at which inventions and tech¬ 
nological improvojicnts arc taking place. 4'hese tend to 
raise the inarginal clliciency of capilal. riie l)est illustra¬ 
tion is furnished by the history of the development of the 
automobile industry. When motor cars came into general 
use, it stimul;|ted the growth of the glass industry, the 
rubber industry •the iron and steel industry, etc. A large 
number of factories were set up to manul'acture motor jxirts ; 
hundreds of repair shops were established. The whole 
countryside became dotted with petrol stations. 

Three other factors arc also important:—the existing 
stock of capital goods of this type, the rate of investment 
currently going on in this field and the state of business confi¬ 
dence. Other things being ctpial, the larger the stock of 
existing capital goods of this type, the less will be the 
marginal efliciency of capital. As in the case of demand for 
a product, a large st<»ck of cajiital goods in an industry would 
discourage potential investors from entering into the making 
of such goods. Similarly, if a large number of houses is 
already being constructed in a locality, peoj^lc would not 
like to invest further in the construction of houses. Thus 
the rate of investment currently going on in atiy industry is 
an important factor in inllucncing the marginal efliciency of 
capital. If it is known that a et3nsidcral,jlc number of cotton 
textile^mills is being set up, new investors would hesitate to 
invest in that direction, unless the demand conditions are 
expected to be extremely favourable. 

Much will, of course, depend on^ the state of business 
confidence. It is not easy to form a correct estimate of the 
rates of return oif an investment in the next ten or fifteen 
years. If businessmen arc (fj:)timistic, they will form in 
general a morfi favourable estimate of* the Tv;t returns than 
*tf they are id a depressed mood. Fhys the temper of the 
business comiAunity is jin important factor in the determina¬ 
tion of the marginal efficiency of capital. 

Lastly, the marginal efficiency of capital is also affected 
,by the rates of taxation. Costs are increased and the profits 
are lowered by the various taxes levied by. the government. 
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Very high rates of taxes may retard investment, especialLy if 
the .business community is not in one of its optimistic moods. 

Thus the marginal efficiency of capital is influenced by ' 
(a) the expected demand conditions, (6)*‘thc rate of growth 
of population, (c) making of inventions and other techno¬ 
logical developments, (d) existing stock of capital goods of 
that type, (e) the rate of investment currently going on in 
the industry, (/) the state of business confidc^nce and (g) the 
rates of taxes. 

The rate of interest and investment : We have stated 
that the rate of interest is one of the two factors determining 
the volume of investment. Given the marginal efficiency of 
capital, the higher is the rate of interest, the smaller will be 
the volume of investment; and the lower the rate of interest, 
the larger will be the volume of investment. This can be 
proved whether we regard the rate of interest as a cost factor 
or as a factor of capitalisation. The higher the rate of 
interest, tlic higher the cost of production. Interest is a cost 
which businessmen must pay when they invest. When the 
cost of borrowing increases, businessmen will borrow less 
money and so their investments, whether in stocks of goods 
or in machines and tools will decline. The opposite will 
happen when the rate- of interest falls. The interest pay¬ 
ments form in general a small part of the total expenses of 
production except in certain-lines of production. So a rise 
in interest rates by one or two per cent will not materially 
affect the decisions of businessmen. The rate of interest, 
however, influences the capitalisation of investment goods. 
When the rate df interest rises, the value of capital goods will 
fall. At 3 per cent a government security yielding 3 per cent 
will be worth Rs. 100; if the rate of interest is 4 per cent, 
it will be worth only Rs. 75 ; ut 5 per cent Rs. 60 and so on. 
Thus when the, rate of interest fises, the Values of securities 
will fall. This is likely to Idwer the incentive to invest ori 
the part of businessmen. If the rate of interest is lowered; 
prices of securities will rise and ordinary shares will also 
rise in prices because the profits will be capitalised at the 
lower rate of interest. In such circumstances businessmen, 
would natui-ally like to float more shares and invest the 
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money in investment goods. Thus the volume of investment 
may be regarded as interest-elastic. * • 

This has been questioned by a number of economists. 
According to thcm> changes in the rates of interest to the 
extent of (say) 2 to 4 per cent arc not likely to influence 
the behaviouir of businessmen. Enquiries, conducted by a 
group of Oxford economists in 1938 supported tliis conten¬ 
tion. In manyllincs of industrial jnoduction, businessmen 
have to face ^cat risks; their estimate of the marginal 
eflicigicy of capital varies widely as a consequence. Hence 
a- rlse’or fall in the rate of interest by 2 to 4 per cent will 
‘ be regarded as of secondary importance. If, as a result of 
pessimistic expectations, the marginal eflicicncy of capital 
falls to negative levels and businessmen anticipate losses 
even on the Ijest investments, a fall in the rate of interest 
by 2 to 4 per cent or even a zero rate of interest will not 
stimulate investment under such circumstances. Hence 
these economists concluded that the volume of investment 
was not intcrest-clasPic. 

There is certainly a good deal of truth in this conten¬ 
tion. But* to admit this is not to deny the influence of the 
rate of interest on the volume of investment. While the 
effects of a change in the rate of interest on the decisions to 
invest in highly risky lines of production may be doubtful, 
there are many other lines of business like house-building, 
road and bridge construction,'construciiou and electrifica¬ 
tion oi^ railways, major capital reorganisations in the basic 
industries like the iron and steel industries, where the risks 
of investment are considerably small. In such industries 
the effects of ahanges in the rate of interest on the volume of 
investment may be decisive. Even in the more risky enter¬ 
prises, the businessman “may not be entirely uninfluenced 
in the timing of his project it* he knows, for example, that 
he could earn,* say, 10 per cent per afhnun>,on any funds 
available for investment by placing thejn for the next year 
dr two in govA’nment securities, whereas he is likely there¬ 
after only to lose, say, 2^# per cent on any money wliich he 
withdraws from such securities”.® Whatever the range of 


* Meade. Planning and the Price Mechanism, p.* 27-2(f. 
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estimates of the marginal efficiency of capital, some businfss- 
men who* have been hesitating will be influenced favourably 
towards investing by a fall in interest rates, while some who 
arc on the margin of doubt will probably refrain from 
investment by a rise in the rate of interest. 

Determinants of the rate of interest : What factors 
determine the rate of interest? Interest is the price charged 
for tlic use of money, and is determined o^ the one hand 
by the quantity of money that has been issued and on the 
ol her hand by the demand for money. 'Fhc dcmaiTvi. for 
money means the demand for holding money, and our next 
task is to analyse the components of the demand for money. 
People want to hold money from four different motives, viz., 
income motive, business motive, precautionary motive and 
speculative motive. Consumers want to hold money to 
bridge over the interval between their receipts and expendi¬ 
ture. "I’his demand is related to their incomes. Business¬ 
men demand to hold money for a similar purpose. All of 
them demand money to meet unforeseen contingencies. 
I’hesc three motives constitute what has been called the 
active transactions demand for money. This is related to 
the volume of transactions to be financed, which, in its turn, 
depends upon the levels of income. Hence we have to focus 
attention on the fourth motive: —the speculative demand 
for money. When people expect a rise in the prices of secu¬ 
rities, they would probably get rid of extra cash in their 
possession in exchange for securities. The opposite will 
hajipen when they expect a fall in the prices of securities. 
Thus more mofiey may be held as a protection against an 
anticipated fall ini the prices of securities. ' 

Since the rate of interest is inversely proportional to the 
price of securities, the amourtt of money held on account of 
the spcculativcjiiotivc is very sensitive to the'rate of interest, 
especially at very high and very low levels. At a high rat^ 
of interest, people . will hold only a small a'mount of idlb 
money on account of two reasons. ^First, the keeping of idle 
money will mean a great loss'as the money, if invested at the 
current rate, would have earned the high interest: Secondly, 
at siifch a high rate, belief gains ground that downward 
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changes in the rate of interest are bound tef come. In other 
words, the prices of securities are expected to rise. So people 
will want to shift now to securities, and to hold smaller 
quantities of monc,y. At a low rate, the people ^vill hold 
larger quantities of money because the cost of holding idle 
money is now small and because people expect that the rate 
of interest will rise in the future. 

Since mon^y is the most licjuid of all assets, the demand 
for holding money means the same thing as the preference 
for Ikjuidity. Hence the theory is known as the licpiidity- 
,|^fcfence theory. Tlie strength of the preference for li(|ui- 
dity is highly variable. At one time it discourages the 
holding of idle money, as wlien the i)eople ex^iect the piices 
of securities to go up. At anorlier time people may lioard 
large sums of. cash, as when they expect security prices to 
fall to low levels. 

At particular levels of the rate of interest people will 
want to hold an amount of money determined by tlieir 
liquidity-preference. If the actual supply of money is 
increased by the central bank, people will find themselves in 
possession of extra cash—more than they want to hold at 
the present rate of interest. 'They will, therefore, try to get 
rid of the extra cash in exchange o^ securities. This will 
raise the prices of securities. In other words, the rate of 
interest will fall until the j^eqple arc induced to hold the 
extra cash at the lower rate of interesl. If, however, the 
actual timount of money is less than what the public wants 
to hold at the current ra^ of interest, they will begin to sell 
securities to get the desired amount of cash in their posses¬ 
sion. As a result, security prices will fall, i.c., the rate of 
interest will rise. • At the higher rate people’s demand for 
cash will decline until it becomes equal to the actual amount 
of money. Tlws the rate of interest is determined by the 
interaction of the supply of* money and’‘the liquidity- 
preference of ij^e people. 

Determinants of incqme and employment : We have 
given a broad analysis of the factors which determine the 
.level of income and employment. It remains to piece them 
together and to show how through tjie inter action of* these 
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factors the level* of income and employment is uniquely 
determined. 

The multiplier and the acceleration : What is the rela¬ 
tion between investment and income? We know that the 
level of income depends on the volume of investment. When 
the volume of investment increases or decreases, the level 
of income rises or falls. Is the rate of change in investment 
related in any way to rate of change in income? Does the 
level of income rise by Rs. 100 when investment increases 
by Rs. 100? Or does it rise by a larger or smaller percentage? 
Here we are going to analyse the effects of a change in 
investment ujion income and employment. 

The multiplier : Let us start with a situation where the 
national income is Rs. 100 crores, and the propensity to con¬ 
sume is such that consumers spend Rs. 80 erdres, and that 
investment is going on at the rate of Rs. 20 crores a year. 
Since income is Rs. 100 crores and consumption is Rs. 80 
crores, saving is equal to Rs. 20 crores, and is thus equal to 
investment. So long as the propensity to consume and invest¬ 
ment remain unchanged, there will be no change in the 
level of the national income. 

But, suppose that due to some reason or other, invest¬ 
ment rises by Rs. 1 croi'e so that the total investment is now 
equal to Rs. 21 crores. How will this increase in investment 
affect the level of ^lie national income? ^V^hen investors 
spend an extra sum of one crore of rupees, the sellers of 
investment goods will have their incomes increased by Rs. 1 
crore. 'Thus an increase in investment by Rs. 1 crore raises 
the national inebme by Rs. 1 crore in the first instance. This 
is, however, not the end of the matter. When A spends 
more money on buying IVs goods, B’s indome is raised. B 
will then spend more money dn consumption, which may, in 
its turn, increase C’s income, who will then sftend more than 
before and so forth. ^Thus sellers of investment goods whose' 
incomes have increaced by Rs. 1 crore w'ill spenVi more money 
on consumption. The higher the income, the larger the 
expenditure on consumption. The extent of the increase in 
expenditure on consumption will depend on the marginal, 
propensity to consume. The rate at which consumption 
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changes in response, to a change in incomoi is known as the 
marginal propensity to consume. Let us sup|X)se*that^the 
, marginal propensity to consume is equal to That is, two* 
thirds of every rise,in income is spent on consumption and 
one-third is saved. The marginal propensity to save, which 
is the counterpart to the marginal propensity to consume, is 
then equal to 

Since the r,marginal propensity to consume is f, so sellers 
of investment ‘goods whose incomes have first increased by 
Rs. l^crore, will spend two-thirds of this {i.e., Rs. 06| lakhs) 
^iTXunsumption. This is the second round of the increase 
'in incomes which has now increased by Rs. l-6(i| crores. 
The sellers and makers of consumption goods now find that 
their incomes have increased by Rs. G6| lakhs; and they 
will then spend | of Rs. 66| lakhs, i.e., Rs. 44 4/9 lakhs on 
consumption. Total income is now raised by Rs. 2T1 1/9 
(i.e., Rs. 1 cr.-i-'66| cr.+ ’44 4/9 cr.) crores. This is the 
third round of the increase in incomes. In this way, as 
people who receive .higher incomes proceed to spend more 
money on consumption, incomes of others increase, who, in 
their turry spend more, and this goes on until the level of 
money incomes rises by Rs. 3 crores, when further increase 
in incomes will stop. This can be found out by adding 
together all the increases in income that will take place. 
This ratio of the increase in the total income to the increase 
in investment is called the multiplier. Since in our illustra¬ 
tion, investment increased by Rs. 1 crores and the income 
by Rs. 3 crores, the multiplier is equal to 3. 

Is there any rule b)»which the extent of the increase in 
income can b,e determined? Whatever the level of income, 
the volume of investment must be equal* to saving. When 
investment increases by Rs. 1 crore, saving must also rise by 
Rs. 1 crore. When the marginal propensity to consume is 
equal to |, tht^ pebple save'only one-third o^ the increase in 
'their income?*. Thus their savings w'ill increa.se by Rs. 1 
trore only wften their incomes increase by Rs. 3 crores. 
When investment increases, income will rise to the extent 
necessary for generating a volume of savings (out of that 
. income) ec^ual to the increase in investment. We can then 
trace the relation between the multiplier and the marginal 
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propensity to consume. Let M be the multiplier and r,be 
the jnarginal propensity to consume. The relation between 
M and r may be found out from the following: 


Since we assume that r is equal to |, 1—^r is equal to 
; and i is equal to 3. The multiplier is then equal to 3. 

Let us next suppose that the marginjn propensity to 
consume is e(]iial to instead of f. In other words, it is 
now assumed to be higher. The multiplier will tiicu''b:* 
ecjual to 


1 


i.e., 4. 


In other words, the level of the income will rise by 4. 
When the marginal propensity to consume is high, the 
multiplier will also be high and the rise in income will also 
be Iiigh. The multiplier is the reciprocal of the marginal 
propensity to save. 

The question may be asked, why will not the initial 
increase in investment and income spread and spread 
thereby raising incomes indefinitely? Why does not the 
process go on endlessly? This is due to the fact that 
“leakages” occur in the process of expansion. That portion 
of the higher incomes which,, is saved ‘leaks’ out from the 
process, and does not‘add to the income-stream. If the whole 
of the higher income is spent, and none is saved, the process 
will go on endlessly. But if a part^is saved, the process of 
expansion woul4 come to an end, the rate of expansion in 
income depending upon the reciprocal of the proportion that 
is saved.^ » 

The acceleration effect : ‘The theory of the multiplier 
stares the effect of an increase in'investmebt tipon the level 
of incomes. I^his is, howeveV, not the end of the matter.' 
In order to determine the total effect of the in^eased invest-* 
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lue^^t upon income, we must take account.of the fact that 
the increase in income brought about by the rise in invest- 
, ment will also induce further private investment, aiict so 
start another round in the process of expansion of income. 
The latter is known as the acceleration elfect. 

When the volume of investment rises by Rs. 1 crore, 
consumption expenditure will increase by Rs. GGj lakhs, if 
the marginal propensity to consume is Now as consump¬ 
tion expenditure jises, business firms dealing in consumers' 
goods will find their sales increasing. They will send more 
cy.\*kiT^for such goods, and maniifai turcs will be induced to 
^expand their investment in the making of sucli goods. WHien 
more textile goods arc being sold, textile mills will inslal 
more looms and spindles. Thus the level of investment also 
depends u})on the rate of change in income, and the conse¬ 
quent change’in consumption. An increase in income thus 
‘accelerates' the increase in investment with all its conse¬ 
quences. "I’hat is wliy it is called the acceleration elfect, 
and the ratio of the .secondary change in investment induced 
by the change in consumption expenditure to the change in 
such cxjjejnditure is known as the acceleration co-cfjicient. 
If, for example, an increase in the consumption expenditure 
by Rs. 2 crores induces businessmen to increase their invest¬ 
ments by two-thirds of the initial r,ise in investment, the 
acceleration co-cfiicient is etjual to two-sixth. 

The acceleration principle may work out in three 
different ways. First, let us suppose that the demand for 
consumers’ goods is at the rate of 1,000 units per week, and 
that the dealers, on the^average, keep stocks equal to 1,000 
units. If the demand for this product rises to 1,100 units 
per week, the dealers would have to purchase 100 units to 
make uj) for thc» fall in stocks caused by the first week's 
larger sales, and for another 1*00 units if they want to keep 
one week’s saite ih stock a^ before. In other words, their 
•purchase wil? increase by 200 Units. A ten per cent increase 
In sales has tMus led to a 20 per cent ij;icrease in purchases 
by dealers. The effect of the initial rise in demand has been 
accelerated. • 

, Secondly, if the demand for durable consumers’ goods 
increases, the increase in the demand for the papitai goods 

• A 
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required for mabing these consumers’ goods will also be acce- 
ler^;:ed. ‘ I^et us suppose that there arc 100 sewing machines 
and their average depreciation is 10 per cent, i.e., only 10 
machines have to be replaced every year., If the demand for 
sewing machines does not change, then the manufacturers 
of such machines need produce only 10 machines per year. 
If, now, the demand for sewing machines rises by 10 per cent, 
the manufacturers must, then, produce 20 machines (10 for 
replacement and 10 for new demand). Thus a ten per cent 
increase in demand has led to a 100 per cent increa|e for 
the volumes of capital goods necessary to produce s'eifiiig; 
machines. 

Lastly, if the demand for capital goods changes then the 
demand for the machines which make these capital goods 
will change in an accelerated manner. A simple example 
will clarify the working of the acceleration effect. Let us 
suppose that there arc only 400 textile mills in India, using 
a particular type of loom. There arc 400 looms of this type, 
and 10 per cent of them have to be replaced every year. 
The capital goods industry producing these looms will then 
manufacture 40 looms every year, and its installed capacity 
is such as to turn out this number of looms. If, in response 
to increased demand, ten more textile mills are established 
in any year, the demand for such looms rises by 10 units. 
That year, the capital goods industry making looms will have 
to supply 50 looms (40 for replacement and ten for additions). 
Thus a 2-5 per cent increase in the demand for looms has 
given rise to a 25 per cent rise in the demand for capital 
goods for making looms. Should tlic demand for looms rise 
next year by artother, 10 units, the capital gpods industry 
making looms wilLhave to supply in that year 41 looms for 
replacement and ten looms for new additi6ns, i.e., 51 looms 
in all. That is, an increase irf the demand for looms by 2-4 
per cent has rai.^ed the demand for the capitaf goods by only 
2 per cent, "t’hus while th^ increase in the' demand for* 
additional looms has..tallen by 1 per cent fromHhe last year’s 
level, the demand for machines for making looms actually 
rises from 25 per cent in the first year to only 2 per cent in 
the second year. Should the demand for looms in the third 
year remain ?t 420 loonis as in the second year, the demand 
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for .the machines for making these looms will fall down to 
42 per year, whereas the indiislry has already c'Kpaiidcd 
capacity to produce 51 looms per year. Fhe industry, there¬ 
fore, would experipnee a very sharp decline in demand, 
though* the demand for looms remains the same as Ijefore. 

The acceleration effect is also known as the principle of 
derived demand. It shows how a small change in the demand 
for goods will transmit itself with accelerated force to capital- 
goods industries. • 

inter-action of the multiplier and the acceleration : 

When investment changes, the effects of the multiplier 
and the acceleration arc combined together. When an 
increase in investment occurs, incomes are raised up to the 
level depending upon the multiplier. This increase in 
income will Induce a further increase in investment, the 
extent of the rise in investment being dependent on the 
acceleration co-efficient. This induced rise in investment 
will start the multiplier process again, tending to further 
rises in income, causing, in its turn, another rise in invest¬ 
ment andaso on.^ 'Fhe total of these multiplier and accelera¬ 
tion effects is called the leverage effecl. 

Thus when the multiplier is coinliined with the accelera¬ 
tion effect, there will be a continuous rise in income. Will 
this process of expansion ever end? If both the marginal 
propensity to consume and thiC acceleration effect are very 
high, the process of expansion will go on to higher and higher 
levels ’until the ceiling of full employment of labour or 
capital stock is reachedi* At this point output will flatten 
out and induced investment will cease. Apart from this case, 
so long as the marginal propensity to save'is positive, the rise 
in income will tws slowed down progressively as a continu¬ 
ously larger part of the increase in income is saved. This 
fact eventually brings abouifa decline in induced investment. 
•In the illustration on the working of the acceleration effect, 
*we have seen that in the third year an irigrease in the demand 
for goods by almost the same percentage causes a serious 

* For a very good discussion, see P. A. Samuclson. “Interaction between 
* the Multiplier Analysis and the Principle of Acceleration", republjshed in 
the Readings in Business Cycle Theory. , ^ • 
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decline in the demand in the capital goods industries. When 
thi§^ decline in induced investment exceeds the rise in con¬ 
sumption, a decline in income will begin, llius in spite . 
of the acceleration elfect, a positive marginal propensity to 
save will eventually halt the process of exi)ansion in income. 
Moreover, a continuous increase in investment tends to lower 
the marginal efficiency of capital until further investment 
is no larger profitable. 

Summary : We are now in a position to summarise the 
main points discussed so far. Since one man’s expenditure 
is another man’s income, total money income of a cOftmtu- 
nity is equal to its total spending. Total spending may be* 
divided into two parts,—expenditure on consumers’ goods 
and expenditure on investment, ’rhe two together make up 
total spending and total income. The volume of emjdoy- 
ment also depends on total spending, and therefore on the 
total income. If there is to be full employment, total spend¬ 
ing must then, be high enough to provide jobs for everybody 
who wants a job. •• 

The volume of employment or the level of income, 
therefore, depends upon the expenditure on consumers’ 
goods and that on investment: in short, upon consumption 
and investment. 

Expenditure on consumption depends on two factors, 
the total income and the propensity to consume. The latter 
is that proportion of money •income which is spent on con¬ 
sumption. So given the level of money income, consupiption 
depends upon the propensity to consume. As income rises, 
consumption will also increase. But it will increase generally 
by a smaller percentage. In other words the .propensity to 
consume is less than unity. Under ordinary conditions 
propensity to consume i», more or less, a sVable factor. The 
volume of consumption is, therefore, a residual factor, rising 
or falling as ipcome'changes to'such a levcEas is necessary 
to equate saving with investment. 

Hence the most dynamic factor jn the deVermination ol: 
income and employment is investm,ent. It is fluctuations in 
investment which arc primarily responsible for the fluctua¬ 
tions in income and employment. Now investment, in its* 
turn depends upton t^vp factors,—the marginal efficiency of 
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capital and the rate of interest. The rate of interest is 
determind by the quantity of money and the liqui^lity 
, preference schedule. I'hese three,—marginal cflicicncy of 
capital, the liquidir,y preference schedule and the quantity 
of money—together determine the volume of investment. 
The relation* between these three can be traced in tlic 
following way. The rate of interest will be such as will 
equate the quantity of money to the schedule of li(|uidity- 
preference. One® the rate of interest is thus determined, 
the volume of investment will be such as will bring the 
Tjiarginal efficiency of capital in equilibrium with the rate 
of interest. The volume of investment goes on increasing 
or decreasing until the marginal efficiency of ca[)ital is C(]ual 
to the rate of interest. 

Given the volume of investment, how do we find out 
the level of income? Another cornerstone of the theory is 
that investment is equal to saving. So when investment 
increases by a given amount, the level of income must rise 
sufficiently high as to induce the people to save an ecpial 
amount of money. If investment increases by ten crores of 
rupees, income must rise so high as to yield an extra ((mi 
crores’ worth of saving. The rise in the level of income, 
therefore, depends upon the proportion of their income 
which people save. If people save one-tliird of the increase 
in their incomes, the level of incomes must rise three times. 
In other words, to induce the'people to save an extra ten 
•crores, income must rise by .^0 crores, as one-third of thirty 
crores is equal to ten crores. The term, ‘marginal propensity 
to save’ is used to denote the projjortion of the change in 
income which^ is saved by the people. , If the marginal pro¬ 
pensity to save is one-third, income will change by .‘1 ; if 
the marginal propensity to save is ccpial to one-fourth, 
income will change by 4. Th^change in income will be the 
reciprocal of tlfe rfiarginal propensity to save,. The rate by 
^vhich income!:'changes, followiiig a change in investment, is 
■<!alled the muhiplier. When the marginal propensity to save 
is equal to one-third, the multiplier is equal to 3. The 
multiplier is the reciprocal of the marginal propensity to 
iSave. The' marginal propensity to save is the counterpart 
of the marginal propensity to consume. What, is not con- 
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sumed is saved. ‘The level o£ income is, therefore, determined 
by,the volume of investment and the marginal propensity 
to consume. 

A further factor has to be taken into account. As income 
changes under the impact of changes in investment, this will 
change businessmen’s expectations and so will raise or lower 
the marginal efficiency of capital. As the latter changes, the 
volume of investment will also change. This induced invest¬ 
ment, induced by changes in income, is called the accelera¬ 
tion. The effect of the principle of acceleration is to cause 
further changes in income. Thus the final level to-which 
income will rise or fall will be the resultant of the two' 
effects—the multiplier effect and tlie acceleration effect. 

Wages and employment : Is there any relation between 
the rates of wages and the volume of employment? Here we 
come to one of the most baffling problems in economics. I’he 
simplest relation that comes at once to the mind is that if 
wage rates are high, employment will be low and vice versa. 
So when wage rates are cut during a period of depression this 
will increase the volume of employment. A cut in wage rates 
reduces the costs of a businessman ; so he will lower his prices 
and at lower prices his sales are expected to go up. Naturally 
he will offer more employment. This may be true of an 
individual businessman. But the matter becomes compli¬ 
cated when all businessmen introduce wage cuts. 

An all-round wage cut v/ill of course mean an all-round 
reduction in Costs. But this will also cause the money 
incomes of the wage-earners to fall, and so their expenditure 
on consumption will tend to decline. The aggregate demand 
for goods willT therefore, fall. Wage cuts are double-edged ; 
they reduce costs and reduce money incomes and therefore 
the total demand. There is no certainty that wage cuts will 
result in increased employment. This will be the case if the 
total demand falls less than the tall in coses. But there is no 
guarantee that this will happen. 

The matter is however, more complicated. The fail 
in costs and in total demand may have indirect but favour¬ 
able effect on employment. First, the fall in income means 
smaller sales of goods, and so smaller number of transactions. 
The transactions demand for money falls, and if the quantity 
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of lyoney remains the same, this will cause the rate of interest 
to decline. This lowering of interest may lead to mcre^sed 
, investment and so to more employment. Moreover, a cut in 
wages may induce b^isinessmen to substitute labour (which is 
now ch*eaper because of wage cuts) for other factors on pro¬ 
duction. So •employment of labour will tend to increase. 
This will, however, happen only if wage rates arc flexible 
while prices of other factors arc rigid. But it seems more 
reasonable to assume that prices of other factors arc also 
flexible. In that case wage cuts may be followed by reduc¬ 
tions ^n the prices of other factors, and so may not lead to 
'the substitution of labour for other factors. If, however, one 
sticks to the assumption that while wages arc flexible, juices 
of other factors such as interest charges, rent etc. arc rigid, 
this fact will tend to reduce the aggregate demand. Cuts in 
wages mean reduction in the incomes of wage-earners whose 
marginal propensity to consume is very high ; while money 
incomes of interest-receivers and rent-receivers remain the 
same. As their mai^inal proj^ensity to consume is low% the 
aggregate demand is, on the whole, likely to decline. I'he 
result will be unfavourable to employment. 

Wage cuts may also be followed by favourable effects on 
foreign investment. When wages arc reduced only in our 
country, prices of cxjx)rts produced by us will fall in foreign 
markets. This W'ill stimulate exj:)orts and so tend to make 
the balance of payments favourable to us. In other words, 
our foreign investment will increase, leading to more employ¬ 
ment. Tf, however, there are expectations of furtlurr wage 
cuts, foreign countries may not buy in large quantities at 
the present moment. In that case foreign investment may 
actually decline. 

The effect oS wage cuts upon the volume of employ¬ 
ment depends not only on investment but also on what 
happens to the-'propensity td consume.» Since the proj3cnsity 
to consume depends on the distribution of* income, wage 
cuts are likely^to low'er the propensity to consume. 1 his is 
obvious from the fact that wage cuts lower the incomes of 
wage-earners. On the otfier hand, the indirect effect of wage 
.cuts on the propensity to consume may be favourable. In 

so far as wage cuts lead to lower prices, this increases the real 

^ * 

29 . 





450 


AN INTRODUCTION TO ECONOMIC THEORY 


value of the liquid assets. When the real value of the afcu- 
rnulatcd* savings increases, consumers feel richer and may 
si)cnd more money out of their incomes. This will tend to 
raise consumption and so to increase ^employment. The 
extent of this favourable effect will depend upon how*" widely 
arc the liquid assets distributed in the community. 

Thus there is no certainty that wage cuts will increase 
employment. The factors that favour employment seem to 
be roughly balanced by those that reduce, it. The relation 
bciwcen wages and employment is thus extremely complex. 
“There are few, if indeed any, economists now who will 
dogmatically assert either that wage cuts will surely increase 
employment or that such cuts cannot possibly have any 
favourable effects. There are too many unknowns that vary 
with special conditions and special circumstances’’.® 


• Hansen A. H.—Monetary Theory and Fiscal Policy, p. 126. 



CHAPTER XU 


UNEMPLOYMENT AfID FULL EMPLOYMENT 

One of the most important practical problems facing all 
industrial countries is the existence of unemployment among 
the [)opulation. In all such countries the supply of labour 
lends usually to he fixed in the short period. The demand 
for the services of labour is, however, variable on account of 
die changing consumer preferences. Hence maladjustments 
are bound to occur between the demand and supply of 
labour. The result will be unemployment. 

It is, first of all, necessary to define term “unemploy¬ 
ment”. As commonly understood it docs not refer to the 
unemployment among the leisured classes. It only refers to 
unemployment among wage-earning classes. But the latter 
may remain unemployed due to idleness. We do not regard 
sucli workers as unemployed. The unemployed are those 
persons who cannot obtain the work they want at existing 
rates of pay. 

Unemployment has been classified by some writers in 
different ways. First, there is casual unemployment. In 

almost all industries* there are sudden fluc- 
Kinds of unem- tuations of activity. At one time activity 

ploymnit. . / . / 

IS very brisk, and employers require a large 
labour force to deal with rushes of work. At other times 
work is comparatively slack, when a part of the lal)our force 
becomes unemployed. This is specially the case with dock- 
labourers. '^'here is thus a floating; surplus of the un¬ 
employed, called the “reserve of labour”. Secondly, there 
is seasonal unemployment. In some industries workers get 
jobs only for a certain period'of the year. Such is the case 
with the sugai* industry in*India where wojk is carried on 
•from November to April or *May. Workers remain idle 
during the intervening period. This U also the case with 
our agricultural labourers. Thirdly, another type is known 
as cyclical unemployment. Unemployment may be caused 
• by cyclical* fluctuations of the industry. The course of busi¬ 
ness .shows a wave-like movement, consisting oJE altertiating 
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periods of booms and depressions. These trade cycles exer- 
cisc^greaft influence on the volume of unemployment which 
decreases when trade is good and increases when it is bad. , 
Fourthly, some unemployment is also cayused by changes in 
the industrial structure which are constantly occuring. 
Modern businesses are essentially dynamic ; new machineries 
and inventions are being adopted, throwing some workers 
out of employment for the time being. Demand is cons¬ 
tantly shifting from one product to another, leaving behind 
it a trial of unemployment. This is known as "'techno¬ 
logical unemployment’'. Lastly, there is another type of un.- 
employment due to the frictions to which the economic* 
system is subject. This may be caused by the seasonal fluc¬ 
tuations in demand or by loss of time between different jobs, 
etc. This is frictional unemployment. 

The causes of unemployment are extremely complex. 
We can only discuss a few of the main causes. Seasonal 

unemployment is due primarily to climatic 
and social factors. Weather or the course 
of nature brings variations in demand for labour between 
different months. Technological unemployment.is due to 
the growth of new trades and the decline of old ones as in 
the case of the motor and horse transport. It may also be 
due to the rapid introduction of machines which replace 
manual labour as in the case of our hand-spinning and hand- 
weaving industries. Such unemployment may also be due 
to the adoption of plans of rationalisation, etc. Greater 
mobility of labour will often cut short such periods of un¬ 
employment. But unfortunately m®bility of labour is often 
absent in many occupations. Such absence of mobility is 
often a cause of uAemployment. Cyclical unemployment is 
bound up with the causes which lie at* the root of the 
recurring trade cycles. • 

According to classical writers, unemf)loyment was also- 
due to the fact that the levfcl of money wa^s was being* 

maiintained by trade union {jressure at ari 
Keynes' involun- artificially high 'level. If, in the face of 
ment. falling prices, wage-rates are kept rigid, a 

certain amount of unemployment is bound, 
to ensue bemuse at the high rate employers may find it 
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impossible to absorb the whole labour supply. This analysis 
has been objected to by Lord Keynes. According* to him, 
people are unemployed because the current demand for 
goods ^nd services* is not sufficient to absorb all available 
labour into different occupations. Employment depends on 
the spending^ of the whole income of the people cither on 
consumption or on investment. But as the level of money 
income increases in a community, people will tend to spend 
a smaller proportion of their incomes on immediate consump¬ 
tion. ^ So there will be a deficiency of return to entrepreneurs 
who will therefore try to cut down the volume of employ¬ 
ment they offer to the factors. This tendency may be 
counteracted if investment in capital goods expands suffi¬ 
ciently. But in a wealthy country, there will be compara¬ 
tively few new opportunities for investment. Hence the 
necessary increase in the volume of investment may not be 
made with the result that a portion of labour force will be 
unable to find employment.^ 

Various remedies have been suggested from time to time 
to solve the problem of unemployment. 'I'he remedy for 
* casual unemployment is “dccasualization". 

I^CfTtcdiCSm ^ 1*1 * * 1**1 1 

Ihc system of keeping individual reserves 
should be terminated as far as possible, and all casual labour 
should be engaged from central sources. For this purpose, 
I^abour or Employment Exchanges should be established. 
At these exchanges, a register is kepj; regarding the un¬ 
employed persons to whom jobs under different employers 
are allocated as these fall vacant. Employers notify all 
vacancies to the exchanges which try to find suitable men 
from among ^registered workers. Seasonal unemployment is 
sought to be tackled by the method of dovetailing one 
seasonal trade T^ith another. For example, agricultural 
workers may adopt some ^cottage industries as subsidiary 
occupations. R^oreover, employers maybe enxjpuraged, where 
possible, to make goods to stock during the slack season, or 
they can accept advance orders. Measures which will increase 
the mobility of labour ^.rc bound to reduce the volume of 
unemployment. Provisions should be made for imparting 


' General Theory of Employment, Inlerett and Money.* 
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technical training in other trades to workers who have 4ost 
theijr jol^ due to a shift of demand from their industries. A 
most usually discussed method is large capital expenditure • 
by the public authorities to stimulate the collective 4cmand 
for labour. When unemployment is acute, authorities should 
carry out large schemes of development, e.g., construction of 
roads, parks, post offices, etc. This will relieve a considerable 
volume of unemployment. 

In spite of everything that has been done, a number of 
men is bound to remain unemployed. The government of 

every advanced country has been forced to 
come to the suppoit of these workers by 
adopting schemes of unemployment insur¬ 
ance. A central unemployment fund is created, consisting 
of contributions made by workers, employers .and the state. 
Workers paid contributions to this fund during periods of 
employment, and obtained “doles” when out of work. 

Full employment. Unemployment is both a social and 
economic evil. Hence all modern states have set before 


Meaning of full 
employment. 


themselves the task of abolishing mass un¬ 
employment. In recent times,* therefore, 
the maintenance of full employment is 


being increasingly regarded as the goal of economic policy. 


It should be noted that the expression, “full employment” 


is not to be understood in its literal sense. It refers to the 


state in which invc>luntary unemployment is “being kept 
down so low as riot to constitute any serious social prqblem.” 
There will, of course, be a small number of men who will 
remain unemployed at any given moment,—persons chang¬ 
ing over from ohe jolvto another, or persons who are waiting 
to be re-trained for a different occupation. The existence 
of this minimum of “jfrictional unemployment” is quite 
compatible with full employrftent as it is understood by the 
majority of writers. ’All that is necessary for the existence 
of full employment is that the men who become unemployed 
at any given moment should be abl^ to find, without delayj 
new jobs at fair wages within their^ capacity. 

According to the classical* writers, in a freely competitive 
system, serious unemployment is a passing phase.' Everyone* 
whose* laboujr is worth anything at all would be able, sooner 
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6r* later, to get jobs suited to this capacity. If anybody 
remained unemployed for any considerable time, it K)nly 
meant that he was demanding more wages than he was worth. 
Thera would, of course, be some amount of frictional un¬ 
employment as also unemployment due to the decay of some 
trades or areas. But the competitive economic system 
possessed sufficient elasticity whereby these men could be 
absorbed into different jobs in course of a reasonable period 
of time. The e?kistence of prolonged unemployment can 
only^be due to the fact that workers are demanding too 
•high wages. The unduly high rates of wages may be due to 
the pressure exerted by monopolistic trade unions. If such 
monopolistic practices are given up, competition will force 
wage-rate down to the level at which the unemployed 
workers can be absorbed into suitable jobs. 

Modern economists no longer accept this view. It is 
now admitted that a reduction of money wages will not 

cause such increase in the volume of em- 
Causcs of laoses pFoyment as to abolish all unemployment, 
tom full emp oy- Lord Keynes has done much to 

’ point out the deficiencies of the classical 

analysis and to suggest the methods by which the stage of 
full employment may be reached. According to him, the 
existence of unemployment is duii to the fact that the ' 
demand for the services of labour is insufficient to absorb 
the available supply. Empldyment cVepends upon the ex¬ 
penditure of the community. Full employment depends 
upon the spending of the total income on the production of 
a giveij period. The l;otal income may be spent on con¬ 
sumption goods and on investment goo^s in a certain pro¬ 
portion. If some people decide to spend less on consumption, 
this deficiency in consumer expenditure must be made good 
by increased expenditure,on investment goods. If this is 
not done, tljere will be a deficiency of de»jand as a result 
. of which all, the available labour cannot be absorbed into 
production. According to Keynes, the* necessary increase in 
investment may not be forthcoming after a certain stage. 
And unless special steps are taken to stimulate investment*' 
and demand, unemployment will tend to become chronic 
in that community. . . • ' 
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The road to‘full employment may be reached in any of 
the #two'ways: either by stimulating consumption or by 
stimulating investment. Since unemploy- 

fuU cmplojanait ^ ^icnt is causcd by a deficiency of 4<?niand, 

we may strive to cure it by taking steps to 
stimulate consumption by various measures. This is sought 
to be done by securing a redistribution of income from 
richer classes with their low propensity to consume to the 
poorer classes with a high propensity to consume. This can 
be done by increasing the rates of direct taxes on th^ rich 
and reducing the indirect taxes on the poor, or by paying 
family allowances to the poor. ( But the main defect of this 
system of levying very high rates of income tax is that it may 
depress private investment to an extent that may lead to 
larger volumes of unemployment.) 

The generally accepted remedy is the stimulation of in¬ 
vestment by various means. Investment may be of two types, 
private and public. Steps may be taken to stimulate the 
volume of private investment. Private investment declines on 
account of the fact that there takes place a fall in the expected 
rate of profit. In order to prevent the fall in the rate of 
private investment, the rate of interest should be reduced in 
pursuance of a cheap money policy. Or, the rates of income 
tax may be reduced to such an extent that private investment 
may be stimulated to the degree necessary to establish full 
employment. /^But the main difficulty of this method is that 
entrepreneurs may be in such a pessimistic mood thA they 
may not respond even to such incjucements. Hence this 
policy cannot b« regarded as satisfactory, if pursued alone.'^; 
But measures to stimulate private investment may be use¬ 
fully adopted along witlj other measures tto establish full 
employment. » 

Deficit spej^ding i Lastly, full employment can be ^ 
reached by the gover^mefit spending on public investment 
in a contra-cyclical •direction. If the government spends 
large sums of money on the construction of post offices, roads, 
t and other public works during'a depression, oi provides sub¬ 
sidies to stimulate mass consumption in the shape of family 
allowailces etc., this will, increase effective demand directly. 



UNEMPLOYMENT AND FULL EMPLOYMENT 


457 


and lead to full employment. This expenditure should be 
financed by raising loans in such a way as not to' compete 
with private investment. This has been called the method 
of “deceit spending”. This method will bring about 
a fundamental change in the budgetory policy o£ the 
government.* Uptill now, the governments have rigidly 
followed the policy of balancing their budgets while leaving 
the national economy in an unbalanced stage. On many 
occasions, such <e balancing of the budget has been more 
nominal than real, and often during depressions, the 
attempt to balance the budget had to be given up on 
account of the impossibility of the task. But in future, 
this policy should be changed. Deficit budgeting during 
a depression should now be considered a virtue rather than 
a sin. The. state should assume responsibility for main¬ 
taining total outlay at such a level as to establish and main¬ 
tain full employment. During depressions, the attempt to 
balance the budgets should be deliberately given up. As 
private investment* must have shrunk, and the outlay on 
consumption had fallen to such an extent as to cause 
severe depression, the state should fill in the gap, and 
spend more money either on the construction of suitable 
public works (plans of which should be previously laid 
down), or on stimulating mass consumption. The budget' 
should be run into a deficit sufficient to provide adequate 
outlay for the maintenance ’of full «;mploymcnt. During 
booms, public expenditure should be cut down, while large 
revenues should be raised by raising the tax rates. The 
budget, must show surp/luses, which should then be utilised 
to wipe off the accumulated deficits of the years 
of depressmn. 

There is no doubt that if this bold policy is pursued 
and government expenditure on public investment and 
subsidies to mass consumption are maint.i.ined at a suffi¬ 
ciently high-level, full employment, can be easily estab¬ 
lished. (This, however, presupposes ’perfect mobility of 
labour if all unemploy^sd workers are to get jobs within a 
short period. But mobility of labour is not as perfect as'' 
is necessary to secure full employment j Hence it might be 
necessary to adopt two other subsidiary measures.* First, 
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the government ‘should organize special measures for 'in*^ 
creasing'the mobility of labour by establishing labour 
exchanges, providing adequate re-training facilities etc. 
Secondly, the location of industries should be controlled by 
the state both to prevent overcrowding of population and 
to divert more industries to specially depressed areas. For, 
as Lord Beveridge pointed out, there is no sense in using 
the vast developments of transport in order to throw an 
increasing burden of travel on human beings rather than 
on goods. ^ 

/'Many objections have been raised against the pursuit* 
of such a policy. The fundamental criticism is that this policy 

will lead to inflation. In such a stage of 

dencKpSng*!^ employment, the bargaining power of 

trade unions will increase materially, and 
they may pursue a policy of raising rates of money wages 
beyond the level warranted by productivity. Or, in a back¬ 
ward economy, where existing equipment is insufficient to 
absorb available labour, deficit spendir^ will not be fol¬ 
lowed by a proper expansion in the production of goods. 
As a result of these factors, there may take place at continu¬ 
ous increase in prices with disastrous effect on the economic 
system.) The pressure of rising wages may, however, be 
• tackled by a policy of'price control, or the grant of sub¬ 
sidies to stabilise cost of living or the levy of higher income 
taxes. In a backward economy, it may be essential to retain 


in the hands of government, such measures of control as 
were used during the wartime. ^Another criticism points 
out the inherent dangers of a contifiuous pursuit o^ deficit 
spending. If businessmen expect the deficit opending to- 
continue in large volumes, they may be affected by the fear 
of impaired credit or of‘Inflation, or of burdensome taxes 
in the future) These are all Retarding forces. Doubts 
have also been raised about the dangers of a growing volume 
of public debts. l.Mo,reover, according to this policy, the 
government should lake steps to check public investment 
once it is found that private investment is reviving suffi- 
I ciently to take up the slack. iJut a popular government will 
not find it easy to taper public investment off promptly when 
the nedd for .a stimulus .decreases.) While the expenditure 
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lasts it is too tempting to those who could use them as 
political bribes. The combination of skill, inte^ity.and 
backbone necessary for putting a check to the public works 
programme just ^ the right moment is extraordinarily 
difficult to find. 



CHAPTER XLII 


INTERNATIONAL TRADE 

All trade takes place on the basis of division of labour 
and specialisation. International trade is no exception 
to this. A person may possess abilities to perform a variety 
of tasks. But he specialises on those in which his ajp^ility 
is the greatest, leaving other activities to different indi-- 
viduals. Similarly, a region or a country may possess the 
resources to produce a large number of commodities. But 
it usually specialises on a narrow range of goods, leaving to 
others the production of different commodities, and then 
exchanges its own products with the output of other regions 
or countries, with mutual benefit to all parties. A man 
may be naturally gifted with the abilities of an engineer, 
while another has a natural bent towards the study of 
medicine. It is to their mutual benefit that the first indi¬ 
vidual should become an engineer, while the secoild should 
take up the profession of medicine. Similarly, different 
regions are differently equipped with productive resources. 

* It will be to their mutual advantage if both specialise in 
the production of goods in which their comparative 
advantages are the gi;eatest. In view of such fundamental 
similarities, is there any necessity for a separate theory of 
international trade? 

International trade and domestid trade : /* The qlassical 
writers like Adafti Smith and Ricardo believed that there 
were important distinctions between domestic and inter¬ 
national trade. According to them, capital and labour were 
mobile within a country; but‘between different countries, 

• such mobility wjy; more or less absent. If, within a country 
the rates of wages w<;re higher in one localit^y or occupa 
tion than in another, more people .would move to that 
locality, or enter that occupation whpre wages were higher. 
•.\s a result, labourers of equal efficiency will obtain equal 
wages within the country. But there is no such tendency 
betweeil different, countries. “Man is, of all sorts of 
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luggage, the most difficult to be transported." Owing to the 
difEcrcnces of customs, language, government, etc?, popple 
are generally unwilling to migrate to different countries. 
Similarly with capital. As a result, rates of wages and 
interest remained at different levels in different countries. 
Hence a separate theory was necessary to explain the course 
of international trade. 

These assumptions of the classical school have been 
criticised on the«ground that while labour and capital are 
not perfectly mobile within a country, they are not perfectly 
immobile between different countries.^ For this reason, 
some WTiters have questioned the necessity of making any 
distinction between internal and international trade. Of 
course, it is true that labour is not perfectly mobile within 
a country. There are many obstacles to the free movement 
of labour in a country, and the formulation of the concept 
of "non-competing” groups of labour is a recognition of this 
fact. 

But it is a facJ: that if we are offered the same rate of 
interest in our own country and in a foreign country, we 
would invariably prefer to invest at home. So long as this 
preference for home and the prejudice against foreigners 
remain, the rates of earning of the different factors of equal 
efficiency would not be equalised between different conn- ' 
tries. 2 Another reason for treating the theory of inter¬ 
national trade separately is that the facilities under which 
productive activities are carried on are not the same in 
different countries. "The citizens of one country arc sub¬ 
ject to the same system of national and local taxation, to 
the same regulations for health, sanitation, factory organiza¬ 
tion, education and social insurance, the same policy with 
regard to transport and public utilities, the same laws 
regarding industrial combination and trade unions, the 
same commeitiaf code." Thus the facilities of production ■ 
differ in different countries kccording as these regulations 
are not similar. The general level of costs is thus often 
different, lower in one country and higher in another. 

Owing to the various activities of the government, nations^ 

$ 

* See an article by J. H. Williams. “Theory of International Trade 
Reconsidered,” in the Economic Journal, i929. . 
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tend to develop barriers, natural and artificial, wh'ch 
imppde ‘the free working of economic forces between 
different countries. 

3. Lastly, each country has got a differe;nt currency system. 
The exchange of goods between different countries there¬ 
fore gives rise to foreign exchange operations which arc 
absent in all internal transactions. These foreign cxcliange 
operations often give rise to many complications in the 
course of trade. Moreover, each country bs under the con¬ 
trol of a separate Central Bank, each following a sep^arate 
monetary policy which vitally affects the foreign tratlc of 
the country. Hence there is some necessity for formulating 
a separate theory of international trade. 

Conditions for the development of international trade : 

All trade takes place because of differences in costs. Inter¬ 
national trade is no exception to this rule. To illustrate 
this, let us take up the case of two countries producing only 
two commodities. In country A, 

•• 

10 days of labour produce 20 units of jute. 

10 days of labour „ 30 units of cotton. 

In country B, 

10 days of labour produce 10 units of jute. 

10 days of labour ,, 15 units of cotton. 

In this case, country A is absolutely superior to the 
Country B in the production of both these goods. Mcasurccl 
in terms of days of labour, differences in costs are absolute 
between the two countries. Is there any possibility of trade 
between these countries? In country A, the cost of pro¬ 
ducing 20 units of jute are equal to those of producing 30 
units of cotton. *So 2 units of jute will sell at a price wliich 
will fetch 3 units of cotton. In country B, the cost of pro¬ 
duction of 10 units of jute is equal to that of 15 units of 
cotton. So in that country also, the price of 2 units of jute 
will be equal to that of 3 units of cotton. The ratio of costs 
of the two products (i e., 2 units to 3 units) is the same in 
both countries. If the country A sends 2 units of jute to 
B for trading purposes, it will not gain anything as in both 
,-countries, 2 units of jute sell for 3 units of cotton. Thus 
in spite of absolute superiority in both directions, the first 
country does .not gain anything by trade with the second. 
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, , Let us change the examples a littk. Suppose in 
country A, • 

10 days of labour produce 20 units of jute. 

10 days of labour ,, 30 units of cotton. 

, « 

111 counrtry B, 

10 djiys of labour produce 10 units of jute. 

10 days of labour ,, 10 units of cotton. 

In the first country, 2 units of jute will sell for 3 units 
of cotton as before. In the second country, however, the 
price of 2 units of jute will be equal to that of 2 units of 
coltoiV It will now be profitable for merchants in country 
A lo send cc,ton to the second country so long as it can get 
more than 2 units of jute by selling less than 3 units of 
cotton. The second country will also gain by the trade if 
it can get more than 2 units of cotton in exchange for 
2 units of jute. Suppose the exchange is to take place at 
the rate of 2 units of jute to 2^ units of cotton. Each 
of the countries gains units of cotton as a result of trade. 
Permanent international trade can then take place when the 
comparative ratios of costs of the two products differ in the 
two countries. In the first example, the ratio of costs of 
jute and cotton was 2 units of jute to 3 units of cotton in 
both the countries. Hence no trade was possible between 
them. In the second example, the ratio of costs was 2 units 
of jute to 3 units of cotton in country A, and 2 units of jute 
to 2 units of cotton in the second country. As the ratios 
of costs differ, trade can take place between them. 

Law of comparative costs : The question naturally 
arises why do the ratios pf costs differ in the two countries? 
Tlie main reason for such differences is that each country 
is differently equipped with the supply of the factors of pro¬ 
duction. Some are rich in natural resources like gold or 
silver mines, coal, iron, etc., Avhile others are deficient in 
such minerals. Bengal has a variety,of soils and climate 
•specially suited for the production of jute and tea; while 
the U.S.A. is'fortunate in possessing jich, fertile cotton- 
growiiig tracts. Rich countries like England or the U S.A. 
possess large quantities "bf capital, while others like India 
,are short in the supply of capital. The supply of factors 
of production is different in different countries. Hence 
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their relative rates of remuneration will also be different 
different countries. A country which possesses an abund¬ 
ant supply of good land will be able to produce agricultural 
crops at very low costs, while another .country which pos¬ 
sesses large capital resources and a skilled labour force will 
produce manufactured goods at a low cost. . Hence costs 
and prices of goods will be different in different countries. 
Trade between them is possible on the basis of differences 
in comparative costs of production. Each, country will con¬ 
fine itself to the production of those things in which its 
efficiency is the highest {i.e., which it can produce at lowest 
costs). It will export these things and import others in 
which its productive efficiency is the least. 

To illustrate the working of this we shall start with a 
few assumptions. We shall, first of all, assume two countries, 
A and B, trading with each other in two commodities, wheat 
and cotton cloth. Secondly, both commodities are produced 
in the two countries at constant cost, i.e., whatever the 
volume of output, cost remains the same There are, more¬ 
over, no restrictions on the movements of goods between the 
different countries. 

The classical economists made another assumption. All 
costs were measured in terms of days of labour. They 
stated the theory in this way. 

In country A, 

10 days of labour produce 20 inds. of wheat. 

10 days of labour ,, 20 pairs of cotton cloth. 

In country B, 

10 days of labour produce 10 mds. of wheat. 

10 da^^ of labour „ 15 pairs of cotton cloth. 

In the country A, one maund of wheat wij[l cxcliange 
for one pair of cloth. ,.The ratio of the costs of the two is 
therefore 1:1. In B, one maund of wheat will exchange for 
1 % pairs of cloth. The ratio of the costs of the two goods 
in B is 1: 1^4- These ratios of costs are thus different in A 
and B. A will gain,so long as it can obtain more than one 
pair of cotton cloth by sending one maund of wheat. Simi- 
larly, B would gain so long as it gets one maund of wheat 
by sending less than \% pairs of cotton cloth. Thus both 
wouldugain if A concentrates on the production of wheat 
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only, and exports it to B, which produces only cotton cloth. 
It should be noted that while the efficiency of labour in A 
is greater in the production of both wheat and cloth, it has 
compai;atively a greater advantage in wheat than in cotton 
cloth. 

But this way of stating the theory has been criticised 
on the ground that it is based on the labour theory of value 

as it measures cost in terms of days of 
9 icaru^)ry°^ labour. But the fact that there are many 

, different qualities of labour, and that other 

factors of production besides labour are necessary in making 
goods shows the absurdity of measuring costs in terms of 
days of labour. It is an anomaly to base the theory of inter¬ 
national trade on the labour theory while discarding it in 
the general theory of value. It is necessary, therefore, to 
restate the law of comparative costs in terms of the modern 
theory of value. 

Let us suppose that the country A possesses an abund¬ 
ant supply of good land, but a small supply of capital, while 
the country B possesses large amounts of capital, but the 
supply of land is relatively scarce. So in the first country, 
the marginal cost of producing wheat is Rs. 3 per maund; 
while that of producing cotton cloth is Rs. 4 per pair. In 
the second country the marginal costs of producing wheat 
and cotton cloth are Rs. 4 and Rs. 3 respectively. 'Labulat- 
ing these figures, we can find Lhat 

In A, Niarginal cost of producing wheat is Rs. 3 per md. 

Marginal cost of producing cloth is Rs. 4 per pair. 

In B, Marginal cost of producing wheat is Rs. 4 per md. 

„ „ ,, cloth is Rs. 3 per pair. 

The price of one maund of wheat is Rs. 3, while that 
of a pair of cloth‘'is Rs. 4 in A. In other words, that com¬ 
bination of factors which can produce one maund of wheat 
can produce f pair of cloth in A. One maund of wheat 
‘will, therefore, be equal in exchange-value to three-fourth 
of a pair of cotton c;foth. Similarly in country B, one 
maund of wheat will ^sell for ^ pairs of cloth. The 
country A will then find that if it gives up the production 
■ of cloth, and concentrates on the production of wheat, it 
will be able to sell wheat in B, and obtain more than three- 

30 



466 


AN INTRODUCTION TO ECONOMIC THEORY 


fourth of a pait of cloth in exchange for one maund of 
wheat. B will find it advantageous to concentrate on the 
production of cotton cloth, and exchange it for the wheat 
of A. It will gain so long as it can get one maund ojE wheat 
by sending less than IJ pairs of cloth. In other words, 
each country will tend to export those goods' made by the 
relatively more abundant factors, and to import other goods 
whose production requires the use of factors relatively scarce 
in that country. ‘ 

The theory also takes into account the influence of 
demand. In the example just given, we have seen that A 

will gain so long it can get more than three- 
Ratc of exchange fourth of a pair of cloth in exchange for 
reciprocal demand, one maund of wheat. B Will gam so long 

as it can obtain one maund of wheat by 
sending less IJ pairs of cloth. The actual rate at which 
wheat will exchange for cloth will depend on the relative 
elasticities of demand of the two countries for goods of the 
other. The rate of exchange will be such that, in equili¬ 
brium, the value of a country’s exports will be equal to 
that of its imports. Suppose that the forces of demand are 
such that each country exchanges its products at the rate of 
one maund of wheat for one pair of cloth. As a result of an 
increase of demand. A* wants to buy more cloth at this rate. 
But B’s demand has remained the same. So in order to 
include B to buy ix'ore wheat (or to send more cloth), A 
must offer better terms to B. A must, therefore, lower the 
price of wheat to B, or offer higher prices for cloth. In 
other words, A must offer to send •’more wheat per unit of 
cloth in order to induce B to buy more wheat and to send 
more cloth than before. The ratio will then move against A. 
The actual terms of ttrade will, therefor^, depend on the 
relative elasticities of demand of the two countries for the 
goods of the qther. ‘ 

It should be bo^^ne in mind that the doctrine does not 
mean that we should compare the cost of producing wheat 
in A and B. We cannot do that; .for we do not know the 
actual terms of trade, and unless we know that we cannot 
compare cost of a commodity in both countries. The com-' 
parisoh is one of ratios, the ratio of costs of wheat and cotton 
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in*B with that in A. If the two ratios are differcjit, trade 
can take place between them. • 

So long we have discussed the theory on the basis of two 
comni6dities. But it can be easily extended to cover the case 
of any number of commodities and any number of countries. 
A country generally possesses facilities for producing a 
number of goods. These can be arranged in descending 
order of comparative advantage in the following way. A 
country can produce, by 10 days of labour, 30 units of 
cottoli, 20 units of jute, 15 units of wheat, 10 units of tea 
and 8 units of rubber and so on. Which of these commo¬ 
dities will be exported or imported will depend on the 
terms of trade, i.e., upon the rate at which it obtains the im¬ 
ports by sending its exported goods. The more favourable 
the terms of trade, the smaller will be the number of com¬ 
modities it will have to export to obtain a given quantity of 
imports. The line separating the exports from other goods 
is, therefore, a movmg one, depending upon the movement 
in the terms of trade. The introduction of several countries, 
instead of two, raises no dilliculty. All other countries 
trading with India can be lumped together as one country. 

This is, in short, the law of comparative costs. Its 
validity cannot be seriously questioned. A history of any 
tariff legislation will serve to bring out the essential truth 
in the theory. For example, 'Taussig^^ found striking veri¬ 
fication of the essentials of the theory from the tariff history 
of the TlF.S.A. In the Iron and Steel Industry, though pro¬ 
tection has been given •to all kinds of manufactures, and 
though *mai\y of them are exported., U.S.A. still inijiorts 
certain kinds of tools and machines. Simillirly, in the textiles, 
in spite of protection, U.S.A. imports some finer piece-goods 
and other specialities. The rtjason is obvious. U.S.A. does 
not possess thd greatest cornparative advant^c in their pro- 
•duction, and*hence, in spite of tariff’s these are imported. 

Diminishing returns and comparative costs : In the 

example given above, it»was assumed that both commodities 
.are produced at constant cost. Now it is necessary to remove 

•Taussig. International Trade. Chap. *16. Pp.» 178-1^. 
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this assi|mption. ‘ Suppose that commodities are produced 
under conditions of diminishing returns. 

In the example discussed above, we assumed that A 
would concentrate on the production of wheat, and exchange 
part of its wheat for the cloth produced in B. But as A 
produces more wheat to be exported to B, the Vnarginal cost 
of production of wheat increases. After certain stage, A will 
find that further concentration on wheat production will be 
unprofitable. Moreover, as more and mort factors are with¬ 
drawn from the production of wheat in B, its margin^? cost 
falls. B will find that it is no longer profitable to transfer 
resources from the production of wheat to that of cloth to 
be exported to A in exchange for the latter’s high-cost wheat. 
Hence B will retain some of its resources in the production 
of wheat, especially on those superior plots of land where 
the marginal cost of production is low. Therefore the result 
of the operation of the law of diminishing returns is that a 
commodity may be produced in both the countries. The 
level of rents and the margin of cultivation will depend on 
the terms of trade. 

Gains from international trade : In the first place, the 
extent of gain from international trade will depend on the 
difference in the cost-ratios in the two countries. The more 
the comparative costs differ, the greater is the area in which 
profitable trade can be carried on. “A country gains by 
foreign trade if and ‘when the traders find that there exists 
abroad a ratio of prices very different from that to* which 
they are accustomed at home. They buy what to them 
seems cheap and sell what to them seems dear. The bigger 
the gap between v;haL to them seems low poiftts and high 
points, and the more important the article affected, the 
greater will the gain from tra.de be”.® If labour is highly 
efficient in the production of wheat in A and also in the 
production of eotton in B, there is a reasonable chance that, 
both countries’ gain*will be greater. The extent of gain,, 
therefore, depends on the relative efficiency of labour in both 
countries. So if the efficiency of foreign labour engaged in 
the production of imported goods increases, we shall gain 


* Harrod. Untem'itional Economics. P. S4. 
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co^iderably ; but if efficiency increases in the production of 
goods we export, we shall lose. • 

Secondly, the extent of gain also depends on the terms 
of trade, i.e., the ratio at which wheat is exchanged for cotton 

cloth. If the ratio is 1, to 1, B will gain in 

The extent of the a greater degree. For left to itself, it gets 
gain depends , r ii - 

terms of trade. 1 "id. of wheat in exchange for 1^ pairs 

of cloth. But now by trade, it is getting 
one maund of v^lieat by selling one pair of cloth and is 
gaining one-third pair of cloth. In A, if there were no trade, 
one Aaund of wheat would have to be given in exchange for 
three-fourth of a pair of cloth. But now it gets one pair of 
cloth. A therefore gains one-fourth of a pair of cloth. But 
if the ratio was one maund of wheat to one and one-fourth 
pairs of cloth, B would have gained one-twelfth of a pair of 
doth, and A half a pair. Much depends, therefore, on the 
terms of trade. 

The term of trade will depend on the play of reciprocal 
demand, i.e., on the elasticity of A’s demand for cotton and 

on B’s demand for wheat. If A's demand 
and gain depend highly melastic. It Will be willing to pay 
on reciprocal dc- more wlicat to gct a given quantity of 

cotton. The terms of trade will move 
against it. But if A’s demand is highly elastic, the terms 
of trade will tend to move in its favour. Similarly, if B’s 
demand is inelastic, the terms, of trade will go against B or 
in favour of A. To take an illustration, suppose the terms 
of trade are one maund of wheat and one pair of cloth. A 
change in demand sets iii A, which wants more cloth at this 
ratio. But nothing has happened to change the demand- 
schedule o^ B for wheat at the existmg'rate. In order to 
get more cloth A <nust offer more tempting terms to B. The 
term of trade will move agafinst A. But how far it will 
depend on the elasticity of B’s demand for wheat. If B's 
•demand is elastic, it will be willing to accept* more wheat at 
a slightly lowfer price and hence to ser^d more cloth. The 
rate of exchange will move slightly against A. But if B’s 
demand is inelastic, tfie concession must be greater to 
, induce B to accept more wheat and to send more cloth. 
The terms of trade will move in a greater degree against 
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A. That 'countny will gain most from trade whose gopd^ 
are in high demand abroad, but which possesses a low 
demand for foreign goods. In technical language, its demand 
for foreign goods must be highly elastic while the foreign 
country’s demand for its goods is highly inelastic. THe term 
of trade will then move in its favour. , 

The level of money incomes will be an indication and 
the source through which this gain will be shared. A 
country whose goods are in constant deijiand abroad will 
have a high level of money incomes. If the foreigner’s 
demand for its exports is high, the export industries will 
conduct a prosperous trade and the level of wages will also 
be high in those industries. Owing to competition, other 
industries must also pay the same higli rate to the labourers ; 
otherwise the latter will shift to the export industries. Thus 
the general level of money wages will be high in that country. 
But though the level of money incomes is high, the prices 
of foreign goods will be low and the people will gain as 
consumers of foreign goods. Similarly, a country whose 
demand for foreign products is very high will have low 
money incomes. The prices of foreign products will however 
be high and it will lose as consumers of imports. 

Wages and international trade : What is the effect on 
international trade of <iifiEerent levels of wages prevalent in 

Can a counir Countries? It is a common notion 

with"high Iwerolc with popular writers, especially with protec- 

wafTes be under- - tioifists, that a Country with high wages 
sold all round? -n u i i j n j u « I 

Will be undersold all round by a country 

with low wages. The notion springs from the belief that 
because the general level of wages is high, the costS of pro¬ 
duction and the prices within the country must ajso be high, 
and it will be unable to compete with countries where wages, 
costs and prices are lower. • 

That this attitude is highly confusing •can be shown 
both by theoretical reasoning and actual course of trade.* 
High wages do not ^fways mean high costs. If the producti-* 
vity of labour is also high, i.e.^ if labour produces more goods, 
the cost per unit may actually be lower. So prices may also 
be low. On the other hand, low wages may be due to low, 
productivity, and so costs and prices may actually be high. 
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A general level of high wages can only be mafntained if 
the productivity of labour is also very high. Hence a'country 
witii high money wages cannot be undersold all round by 
another with low v^ages. 

Tfie' actual course of trade bears out the truth of this 
assertion. The English workers arc generally paid at a 
higher rate than Indian labourers. Yet England has steadily 
exported goods to India. The United States is, by cominon 
consent, a country with a high level of wages. Yet it is 
exporting a considerable volume of goods to all other 
tount^ies. 

On the other hand, a country may have a high level of 
wages because its goods arc much sought after by other 
countries. That is, the terms of trade may be favourable to 
it, and as a result, its level of wages may be high. Thus, 
instead of the high money wages being a bar to export trade, 
they may be an indication of a prosperous export trade, and 
a mechanism through which the prosperity is enjoyed by the 
country. • 

If labour is highly efficient in the dominant industries, 
a high general rate of wages will be established in the 
country. When once the high rate is established, any parti¬ 
cular industry may find in that high rate a handicap. For 
though by competition it will be forced to pay the prevail¬ 
ing high rate labour may not be as effective there as in the 
dominant industries. That country \^ill cease to produce 
those things because its comparative advantages are not the 
greatest. If, in any industry, any grade of labour is paid a 
very low rate of wages, k will tend to export those goods in 
which that labour is used. But if a\l wages are lower or 
higher, thajt would not affect the cours'e of international 
trade. • 

Non-competing groups an8 international trade : In the 

theory of international trade, we have assumed that within a 
* country, labour is reasonably mobile, and 
sen^rof ^on-c5m' relative rates of wages are adjusted to 
peting groups mo- relativ^ efficiencies of different groups of 
traSe?**^ course of labourers, ff 10 days of labour produce' 

30 mds. of wheat and 15 mds. of rice, 
labourers engaged in wheat productipn and in rice production 
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would get‘ wages in the ratio of 2 to 1. We assume 
such is the fact. But suppose that owing to the presence of 
non-competing groups, a particular group of labourers is 
getting either higher or lower wages than the prevailing rate 
for labour of the same efficiency. How will the 'course of 
international trade be affected by the presence, of these non¬ 
competing groups? 

If, owing to the absence of mobility, any group of 
labourers are in receipt of very low wages, that country will 
possess a comparative advantage in the production of those 
goods in which that group of labour is employed.*^ Th? 
money cost of its production will be lower than elsewhere. 
In such circumstances, those goods will tend to be exported, 
and the course of international trade will be affected. Such 
was the situation in the chemical industries of Germany 
before 1914. Because of the spread of scientific education, 
the number of chemists in Germany was very large and 
they were, therefore, forced to accept low wages. The 
prevalence of this low level of wages for chemists gave 
Germany a comparative advantage in the production of 
chemical goods which were steadily exported. 

But, if, in other countries also, there were similar 
groups of labourers (for example, chemists) receiving low 
wages, the comparative advantage of the first country due 
to lower money wages will be met by similar advantages of 
other countries. Relatively,. therefore, the position of no 
country will be worse or better in terms of money cost. And 
the course of trade will be determined as before *by the 
comparative efficiencies of production. Thus, if various 
non-competing (groups are in the same relative position in 
different countries,*their presence would not sericyiisly modify 
the course of trade. But; if the relative positions of different 
groups are different in tww countries,—for example, if 
chemists as a group ^receive loWer wages'in •Germany and 
higher wages ili the U.S.A.-^the course of trdde would be’ 
affected. “But in fa;:f, the phenomena of social stratification^ 
are not widely divergent. Non-competing groups on the 
whole are arranged in the saifie series of grades in different 
countries”.* Hence the course of international ‘trade will 


* Tstussig. Principles, Vol. 11. 
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liot be materially affected by the presence pf nomcompeting 
groups of labourers. . 

The protectionist controversy : The protectionist'con¬ 
troversy is as old as economic theory. The desire to protect 
oneself against foreign competition has always been present 
in one form gr other. At heart, we are all protectionist and 
would not like competition in any sphere of life, much less 
from the ‘detestable’ foreigners. Though a much discussed 
topic, there is stilj some hazy thinking around this old ques¬ 
tion of Protection vs. Free Trade. The next section will 
therefore be devoted to a consideration of this problem. 

Free trade ; Free trade means simply freedom of inter¬ 
national trade. It connotes an absence of any artificial 
impediment or restriction on the course of trade that would 
naturally follow between nations. 

Free trade is the natural corollary of the law of com¬ 
parative costs,—nay, of the division of labour itself. Foreign 
trade is like domestic trade ; the free each is, the greater will 
be the gain of both the parties. Just as because of the free¬ 
dom of internal trade, a person is able to buy in the cheapest 
market and sell in the dearest, so free international trade 
will ensure that a country will buy in the cheapest market. 
The rationale of free trade depends on two propositions. 
First, the labour and capital of a country, if not hindered by 
government regulations, would tend to flow to those indus¬ 
tries where they can be applied to the greatest advantage. 
Secondly, the total production of the world and of any 
individual country will be maximised if each country applies 
its capital and labour tq those industries in which it possesses 
the greatest comparative advantage and then exchanges 
these products for articles which it carfnot produce as cheaply 
as other countries. In the long run, therefore, each will 
gain under freedom of trade.* “The fact of trade establishes 
an overwhelmingpresumpiion that the commodities obtained 
from abroadnn exchange for exports are so dbtained at lower 
cost than that which the domestic prdduction of their equi¬ 
valent would entail. Tf this were not the case they would 
not be imported, eved under Free Trade’’.* The third^ 

* Viner. “The TarifE Question and the Economist." Quoted in 
Beveridge. Tariffs, p. 15. « 
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propositiofi in fayour of free trade is based on the defect^ of 
protectienist arguments. 

Protection : The theory of protection implies that 
domestic industries are to be shelterfd against foreign 
competition by government regulation. Protection may be 
given in a variety of ways, of which the two «most notable 
ones are the imposition of duties on foreign goods and the 
payment of bounties to domestic industries. Leaving aside 
the question which one of them is better, we shall now 
discuss the proposition whether the policy of protectipn is- 
at all good. 

Arguments for protection : Most of the pleas for pro¬ 

tection are coloured by prejudice rather than by reason, by 
non-cconornic considerations rather than by strictly economic 
arguments. Many of them are, therefore, easily refuted. We 
shall try to review them one by one. 

The most common argument is that of "'keeping money 
at home.’* “When we buy manufactured goods abroad, we 

get the goods and the foreigner gets the 
at money money. When we buy the manufactured 

goods at home we get both the goods and 
the money.” This famous saying of Robert Ingersoll, often 
wrongly attributed to Lincoln, provides one of the most 
popular arguments for protection. The implications of this 
policy are never candidly faced. We buy from the foreigner 
instead of from the home producer, because the former is 
offering goods at lower prices. Buying from home prdllucers 
would mean buying in the dearer igiarkct. As consumers, 
therefore, we wpuld suffer. We may, of course, agiee to 
undergo this loss fosr the sake of other considerations. But 
that is a separate question, and ought to bave been made 
clear. . 


The next argument is the faifious balafice*of trade argu¬ 
ment. It is an otcl mercantilist‘idea that the objdct of foreign 


Balance of trade 
argument. 


tradp was to amass bullion. 'And for this 
purpose exports should be encouraged and 
imports checked so that other countries are 


forced to send gold to our country. It is obvious that if all 


countries simultaneously followed this idea, none would gain* 
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If everybody becomes anxious to sell, and, nobody to buy 
where would we all be? Money or gold is not wealth. Our 
prosperity depends, not on the amount of gold in our posses¬ 
sion, but on the facilities for obtaining goods at cheapest 
prices. ‘And international trade is the agency through which 
we get goods ^t cheapest rates. Moreover, in the long run, 
exports and imports must balance, and no country can go 
on exporting while shutting out imports. 

Next comes the home market argument, mostly used in 
American tariff controversy. It is a corollary to the idea of 
^ “keeping money at home.” Protection 

ar^ment *”^*^^*^*^ would increase the number of persons 

engaged in protected industries and they 
would provide a good market for the products of other 
industries. But protection, by curtailing imports, would 
lead to a decrease in exports, and protected industries would, 
therefore, gain a home market, while the export industries 
lose a foreign market. 

The wages argument comes next. It is claimed that a 
country with high money wages woud be undersold by 
, another with low wages. Hence the former 
Wages argument. Country must be protected against the 
latter. The fallacy of this line of reasoning 
has already been pointed out. Another form of this 
argument is that protection would tend to make wages high. 
As a result of the tariff, imports will be checked; gold will 
flow into the country and its price leVtl will rise. Money 
wages \^ould also rise. But because of the rise in prices the 
real wages would actuajly be lower. High wages are the 
results eft high productivity. Whatever lessens the productive 
efficiency of the country would lessen Wages. Protection, by 
diverting fabour* and capital from the most profitable 
industries, would lower “general productivity, general 
prosperity, generai wages.”* 

' ProtectitJn is often advocated for **equalising the cost of 
'production** 6f home and foreign countries. If domestic 
costs are higher than foreign costs by (say) 10 per cent, 
impose a duty of 10 per cent bn imports. Thus place both 
on the saitie footing, and let them compete on equal terms. 
This argument has “an engaging appearance of fairness”. 
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Infant industries 
argument. 


But Strictly followed, it would mean that the higher^ tlje 
domestic costs, the higher must be the duty. In other words, 
the least efficient industry would secure the highest pro¬ 
tection. Carried to its logical conclusion, it would mean the 
annihilation of all trade ; for international trade depends on 
the comparative differences in costs. „ 

The really serious argument for protection is the infant 
industries argument first stated by List. The central idea is 

embodied in the saying y “Nurse the baby, 
protect the child, free the adult.“ A 
country may possess great natural Advant¬ 
ages for the development of particular industries. But owing 
to the competition of well-established foreign rivals, it may 
be difficult for those industries to grow up. Beginnings are 
always difficult. If, during the initial stages, these infants are 
sheltered against foreign competition, they may eventually 
be able to grow to full stature and face the world with confi¬ 
dence. Protection, though it will inflict losses for the time 
being, will ultimately prove beneficial owing to the successful 
development of these industries. The theoretical validity of 
this argument is not denied by free traders. But this would 
justify the levy of temporary protective duties. Protection, 
however, tends to become permanent. “The infant indus¬ 
tries never feel themselves grown up; if they grow up at all 
they devote their manly strength to fighting for bigger and 
longer protection”.* ^ 

Protection is also advocated with a view to diversify 
industries in a country. Such diversification of industries 
is advocated on several grounds. *First, it would ..lead to 
national self-sufficiency—^an argument of great nFxilitary signi¬ 
ficance. Secondly, a large number of occupations will lead 
to an all-sided utilisationT)f the physical and mental faculties 
of the people. Lastly, diversification of industries is advo¬ 
cated on the grpjund that it would enable a country to avoid ^ 
the risk of depending on a single industry 9 r a group of 
industries. A country, like an individual, should not put 
all its eggs in one basket. Thesq arguments are mostly 
^ non-economic. National self-sufficiency may be a necessary 


•Beveridge,^ Tariffs, p. 103. 
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on grounds of defence. Defence is, of course, greater than 
opulence. But here we agree to undergo losses for the sake 
of military safety, and that is a separate question. More¬ 
over, tbe^ argument, about the diversification of industries 
misses the real point. Increase of employment does not 
mean that prosperity will be increased. “The goal of eco¬ 
nomic effort is not employment, but wealth.” Protection 
by diverting labour and capital to less productive uses will 
decrease general productivity and general prosperity. 

The legitimacy of giving protection against the dumping 
of goods by foreign countries is admitted by most free traders. 

Such dumping means unfair competition 

Dumping and disorganises domestic industries. But 

protection. . o . 

if dumping is permanent, no objection 
should be made against it. But most dumping is sporadic, 
i.e., for temporary periods. There is no doubt that such 
dumping is injurious to domestic industries, and it is 
perfectly justifiable to levy anti-dumping duties against such 
dumping. But since dumping is temporary the duties 
should also be temporary. It is, however, the universal 
experience that protective duties, once levied, are seldom 
taken off. And “permanent tariffs, in the long run, are as 
certainly an impoverishment of the countries which they 
hold apart as arc frozen seas or rockbound coasts.” 

The political evils are no less serious. The protected 
industries, instead of turning-their attjention to improving 
their o^anization, apply their energies and money to bribe 
legislators into passing tariff laws. Tariffs, therefore, grow 
like snow-balls and coriiipt the body politic. Once levied, 
they are not easily taken off and they remain a permanent 
burden upon the country. Most of the familiar arguments 
for protection afe hopelessly wrong. They find a happy 
breeding ground in the dark recesses of the prejudices of 
economic nationalism. 

Protection and unemployment : , Protection has often 
been advocated as a cure for unemployment. The restric¬ 
tion of foreign imports \yill lead to the expansion of domestic 
industries. The result will be that more unemployed people 
’ will be absorbed in those industries. But it is often forgotten 
that a restriction of imports would ultimatejiy lead to a 
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restriction o£ exports. So while employment may increase 
in the protected industries, there will be unemployment in 
the export industries. Hence there may be no net increase 
in employment. « ^ . 

In recent times, Keynes suggested two ways in which 
protective duties might be expected to result in a net increase 
of employment if the volume of exports could be maintained 
at the old level. First, if the country levying the protective 
duties advances more loans to foreign countries, its exports 
can be maintained at the old level, and so the increase in 
employment in the expanding domestic industries will not be 
offset by unemployment in the export industries. Secondly, 
exports can be maintained at the old level, if bounties are 
given to exports from the proceeds of import duties. 

As regards the first method, of course it is true that 
exports can be maintained by increased lending to foreign 
countries. But then a substantial part of the capital resources 
of the home country would be diverted to foreign lands. 
This might result in a diminution of home investment. 
Moreover, such a policy would not be a wise one. Restric¬ 
tion of imports from foreign countries will meaft that we 
are curtailing their ability to sell goods. This will result in 
a diminution of their prosperity. Would it be a wise policy 
to advance more loans to such countries? As regards the 
second method, a general export bounty would only result 
in retaliation by oth,er countiies which would take steps to 
levy anti-dumping duties. There is very little chimee of 
maintaining the volume of exports by those methods. Thus 
while it may be possible to build up a case for protection as 
a cure for unemployiDcnt, such schemes are noC practicable 
in real life. «• 

If we study the real causes of unempfoyment, we shall 
see that tariffs cannot be expected to remove any of those 
causes. Unemployment may be due to first seasonal fluc¬ 
tuations in trade ancj industry. No one claims that these 
are removable by means of tariffs. Secondly, it may be due 
to the cyclical fluctuations of the inejustry. Trade cycles are 
'^ an important factor causing unemployment. But they are 
not remediable by protection. Heavy protection has not 
enabled America to escape the ravages of the last trade 
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<ie{iression. Thirdly, it may also be due to the changes in 
tlie industrial structure consequent on the adoption* of pew 
inventions and newer methods of production. Production 
is clearly unavailable as an instrument to stop the wheels of 
progress, nor is it desirable that it should be adopted. Lastly, 
it may also be due to the immobility of labour, or to the 
fact that the level of wages is maintained at a higher level 
in the country. Under such circumstances, “greater llexibi- 
lity and detailed dreadjustment of wages are needed rather 
than ja concealed attack on wages, through rising prices.” 
Protection will not go to the root of the trouble but will 
accept and perpetuate the rigidities from which the trouble 
is coming. 



CHAPTER XLIII 


FOREIGN EXCHANGE 

I 

What is foreign exchange? The term, ‘foreign ex¬ 
change’ is used in a variety of senses. Sometimes, it is used 
to mean bills of exchange, banker's drafts^ etc., payable in a 
foreign centre. In German language, this is denoted l^y the 
expression, ‘devisen.’ It is also used to mean the actual 
rates of exchange; for example, when it is said that the 
foreign exchange is favourable. It also refers to the mecha¬ 
nism, or the ways and the means by which the payments 
in connection with international trade are transacted. We 
shall use the term in this sense. Just as in the domestic 
transactions, cheques arc used, so in the international pay¬ 
ments, bills of exchange and banker’s drafts are used. 

'' How payments are made? Payments in international 
trade are generally made through bills of exchange and 

banker's drafts. A bill of exchange is an 
bil?^exchange ^ order drawn by a person upon a bank or 

another person, asking the latter to make 
certain payments to a .third party. Suppose an Indian jute 
merchant A has exported jute of the value of Rs. 1,000 to an 
English merchant B. Also another Indian merchant C has 
imported textiles of the value of Rs. 1,000 from D, an English 
merchant. If the transactions are settled by B sending gold 
to A and by C sending gold to D, that would mean double 
expenditure ifi the cost of carriage. But suppose the Indian 
exporter draws a bill on the English importer and sells it 
to the Indian importer The Indian importer, in his turn, 
buys the bill and sends it lO the English exporter who 
presents it to the English importer and receives payments 
from him. Thus without any movement of money, the two 
debts are settled by, a bill. This is the way by which bills 
are used to finance foreign trade. In recent times, the use 
« of bills is decreasing, and settlements are now made by means 
of banker^s drafts or cable transfers (in the case of urgent 
payments). The importer goes to a bank, buys a draft and 
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serais it to the exporter. The latter presents it for payment 
to the foreign branch or agent of the bank. 

Bills may be “sight” bills, or “long” bills. A sight bill 
is a bill payable at §ight, i.e., on presentation. A long bill is 
payable after a certain period, mostly 90 days after presenta¬ 
tion. If the importer, or an accepting house on his behalf 
writes “accepted” on the face of the bill and signs his name 
the bill is said to be “accepted.” The acceptor then becomes 
liable for paying the bill. If the bill is sold in the money 
market, it is said to be “discounted.” The seller receives 
the fate value of the bill less the interest at an agreed rate 
for the currency of the bill. 

s 'Glance of trade and balance of payments : It is neces¬ 
sary to know the items for which payments arc likely to be 
made to, or received from a foreign country. First of all, 
a country has to pay to others on account of the goods it has 
bought from them, i.e., on account of im|X)rtcd goods. It 
will also receive payment from other countries on account 
of goods it has exported to them. In addition to goods, a 
country also exports or imports services. These consist 
chiefly of-shipping, banking and insurance services. If wc 
utilise the services of foreign shipping, foreign banks or 
insurance companies, wc shall have to pay to these countries 
for the service rendered by them awd vice versa. These 
constitute the second item in the balance of payments. 

' Thirdly, we would include the expenditure incurred by 
tourists in our country and by us in foreign countries. When 
American tourists travel through India, we are exporting the 
goods (consumed by them) and the sights (enjoyed by them), 
and so shall receive payment from them. On the other hand, 
when Indians arc touring in foreign lands, we have to pay to 
these countries. Fourthly, there arc also miscellaneous items 
of payments e.g., charitable 'contributions made by one 
country to another, immigrant’s remittances, etc. India has 
hlso to pay large sums to England to, meet the expenses 
incurred by the Indian students in England. Tributes, 
indemnities or reparations made by one country to another 
often give rise to the necessity of making large payments. 
•Fifthly, if a country has invested large sums of money in 
foreigjn lands it will receive interest payments from them 

31 
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year after year. Conversely, a borrowing country will fiRve 
to pay interest to lenders in foreign countries. Sixthly, a 
country will have to pay to another country immediately if 
it has granted loans to it as it will have,to transfer the loan. 
A borrowing country will have to transfer large sums of 
money to lenders at the time of repayment of. loans. Lastly, 
a country will receive payments from others if it has suc¬ 
ceeded in selling its own securities to foreign nationals. 
Conversely, it will have to pay if its awn nationals have 
purchased securities of foreign countries. 

A complete list of these items on both sides is called the 
balance of accounts, or the balance of international indebted¬ 
ness. Various other classifications have been applied to these 
items. The most common classification is to divide them 
into visible and invisible items. The visible balance consists 
only of goods that are exported or imported. The other 
items are regaided as invisible. 'The visible balance of 
exported and imported goods is sometimes known as the 
balance of trade. This balance is regarded as favourable 
when the value of exported goods exceeds that of imported 
goods. This expression is a relic of mercantilist days when 
an excess of exports was considered favourable as it brought 
gold from foreign countries. So an excess of imported goods 
over exports was regarded as unfavourable as then the 
country would have to send gold to pay for the excess.' ; But 
a favourable balanqe of trade does not always indicate that 
the country will get gold from others. It may simply mean 
that it is a debtor to others on other items in the balance 
of payments. It may be a borrowing country, and so has to 
pay large sums to ot|iers in interest; or it may. be using the 
services of foreigners in banking, shipping, etc. So it has 
.send excess quantities».of goods to others to pay for these 
items. 

Equality of exports and imports : While the balance of 

trade of a country may thus be favourable or unfavourable, 

itc balance of paypients cannot be so. If 

is it tnic to say ^ complete accoupt of all items of payment 

that exports pay made and received by a country is carefully 
for imports? j n • i i 

prepared, all items must balance one 

another. I,n the case of an individual, the income and 

I • 
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ax|ienditure must balance during a given period. If, 
however, his expenditure exceeds income, then Ke ipust 
either be drawing upon his previous savings, or borrowing 
from others. If this income exceeds his expenditure, then 
he is saving. In any case, his income plus or minus loans 
or savings must be equal to his expenditure. Similarly 
in the case of a country. If the payments received by a 
country from others exceed (or fall short of) payments it 
makes to them, then it must be accumulating (or drawing 
upon^ balances in foreign countries. In other words it is 
lending (or borrowing or drawing upon previously accumu¬ 
lated) balances to these countries. So its other receipts plus 
or minus loans or savings must be equal to its payments. 

It is in this sense that we say that exports of a country 
must be ctjual to its imports. Exports of goods may exceed 
or fall short of imports. This fact of a favourable or un¬ 
favourable balance of trade does not falsify that statement. 
If exports and imports include all items in the balance of 
payments including not only goods, but such items as services 
of varioiui kinds, loans, tourist expenses, charitable pay¬ 
ments, indemnities, etc., then all these items must balance 
one another.^ 

How does the balance of payments always Ijalancc itself? 
Suppose that a country’s receipts from others exceed its 
payments. The individuals oPthat couiitry who will receive 
foreign •payments sell foreign currency to their banks, and 
receive local money in exchange. After the transactions arc 
complete, what will happen is this that banks of the country 
will accumulate larger balances in forcigi\ countries. If they 
keep these balances in foreign centres, they will be lending 
money to the latter. In any ^ase, its receipts (including the 
loans) will be equal to its payments. The balance sheet .still 
• balances. If^ banks withdraw, their balance* from foreign 
countries, thedattcr will send gold to the former. Gold will 
move into that country! The reserves of banks increase. So 
they lend more money Ifi the market, and lower the rates oft 
interest. This stimulates investment and causes an increase 
in money incomes. Prices will rise in that country, because 
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of higher ‘prices^ its exports will decline, while imports Avill 
increase. Uultimately the two will thus balance. 

How is the rate of exchange determined? The rate of 
exchange is the ratio at which the domestic currency can be 
exchanged against foreign currency. The actual fate of ex¬ 
change is determined under stable currency conditions by the 
demand for and the supply of foreign currency. The latter 
is in its turn dependent on the balance of indebtedness. 
Hence it is argued that the actual rate ofc-exchange is deter¬ 
mined by the balance of indebtedness of a country. Jf the 
balance is unfavourable, i.e., if the country imports more 
than it exports, the demand for foreign currency will increase, 
and the rate of exchange will fall. And the converse happens 
when the balance becomes favourable. This is known as 
the Balance of Trade Theory. That the immediate influence 
determining the rate of exchange is the balance of payments 
no body would deny. But this furnishes only a very super¬ 
ficial explanation. Why is the volume of exports and imports 
so much and not more? Why does the balance become favour¬ 
able at one time and unfavourable at another? In other 
words, what are the forces determining the balance of trade 
and therefore the exchanges? So the theory of foreign 
exchange should explain the causes which determine the 
balance of payments. . Moreover, the balance of payments is 
often the result rather than the cause of exchange rates. In 
cases of paper standard, first, the rates of exchange move 
and then the latter influence suitable changes in the^ balance 
of trade. The theory, therefore, cannot find out the real 
causes determining rates of exchange. 

Purchasings power parity theory : Rediscovered rather 
than invented, thti theory has been popularisedi. during the 

inter-w;^r period by Gustav Cassel, the 
hTn e ecdnomist. According to this 

tioITof pricc-lcvc£ , theory, rates of exchange* between two 

countries are determined by Relative price- 
levels. The actual »rate of exchange, must be' such that the 
same amount of purchasing power, ^when exchanged at that 
rate, must buy the same amount of goods and services in 
both the countries. If, by spending Rs. 15/- we can buy the • 
same amount of goods in India as we can buy with £1 in 
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Engjand, the rate of exchange between England ^nd India 
will be Rs. 15 to £1, i.e., \s. 4d. per rupee. “This h easily 
seen if we reflect on the fact that the price paid in a foreign 
currency is ultimately a price for foreign commodities, a price 
which miist stand in a certain relation to the prices of com¬ 
modities on the home market. Thus we arrive at the conclu¬ 
sion that the rate of exchange between two currencies must 
stand essentially on the quotient of the internal purchasing 
powers of these currencies”.^ 

The rate of exchange determined in relation to price- 
Ijevels Is known as the “Purchasing Power Parity.” This is 
a norm round which actually rates of exchange will vary. 
So long as the relationship between the two price-levels 
remains unchanged, the rates of exchange will tend towards 
the parity. But it should be noted that this parity is not 
a fixed par like the gold points. It is a moving par,— 
changing with changes in price-levels. 

But it is usual for price-levels o£ different countries to 
remain at different Jevels. Hence it is difficult to compare 
the general price-levels of the countries without assuming a 
standard or a base year. 1913 is generally taken as the base 
year. The relationship between the different price-levels 
and the rates of exchange in that year are taken as normal. 
If the relationship between the two price-levels changes, the 
rates of exchange will also change in the same proportion. 
As an illustration, let us assume that the index-number of 
prices in the U.S.A. was one and halt times greater than 
that in England in 1913, and that the rate of exchange was 
4*8 dollars to the pound. Suppose in 1914 the price-level 
in England Jias doubled, that of the U.S.A. remaining tlic 
same. l'he,rate of exchange will be 2*4 dollars to one pound. 
The value of tho pound in terms of dollars will be halved 
as the English price-level has doubled while American prices 
are the same. • * • . . 

' It should be noted that the purchasing* fjower parity is 
'determined b^^ comparing the generaf jprice-levels and not 
the price-levels of internationally traded goods. The prices 
of exports and imports* must'remain at the same level in^ 

^ Cassel, “Foreign Exchanges.” Article in the Encyclopcedia Brilannica, 
13 Ed., First Supplementary Volume, p. 1086. • 
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every coufitry (barring, of course, cost of transport, tarjiffs, 
etc.J Moreover, they are often the result of changes in 
exchange rates. Hence it is easy to verify the theory by 
comparing the wholesale standards. The prestige and the 
so-called verifications of the theory from a comparison of the 
existing wholesale index numbers are due to,, the fact that 
the latter are oyerloaded with internationally traded goods.® 
But the parities should be “measured only by general index 
figures representing as far as possible the whole mass of com¬ 
modities marketed in the country.” When this is done, the 
actual rates of exchange will not always be the same 'as the 
parities thus determined. In the short period, prices of 
domestic goods may move in a different direction from the 
prices of foreign traded goods. And actual exchange rates 
will not conform to the parities. Moreover, many items of 
the balance of payments, e.g., insurance and banking transac¬ 
tions, capital movements, etc., are affected very slightly at all 
by changes in the general price-levels. But they influence 
the exchange-rates and their influence may drive the rates in 
a different way from those shown by a comparison of the 
index numbers. They are important determinants of the 
exchange rate, but in Cassel’s theory their operations are 
neglected.® 

The theory is really an explanation of monetary adjust¬ 
ment, and states that if the essential conditions of inter¬ 
national trade remain uncha.nged, foreign exchange rates 
will reflect these price-changes. But the conditions of inter¬ 
national trade never remain the same. In particular, the 
barter terms of trade are constantly changing owing to 
changes in the* demand for foreign goods, changes* in the 
conditions of supply* of exported goods, changes in the 
volume of foreign loans^ changes in the costs of transport 
and in every item in the invisible balance of trade. Let 
us take the case of a .country which borrows ‘from another. 
The increased‘s'upply of the‘foreign currency in the first 
country’s foreign exchange market will raise the value of its 
own currency in terms of the currency of the lending country. 

cThis change in the exchange rates witl not always be reflected 
■ « 

* Keynes. Treatise on Money. Vol. I, p. 73. 

* OMin. l7iter-regional and Internationa Trade, p. 545. 
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jn suitable changes in the price-levels of the tWQ countries. 
If the barter terms of trade change, the relationships Jaetween 
the price-levels of different countries will change, and the 
parties determined by comparing the former price-level rela¬ 
tionship will fail t6 reflect changes in exchange-rates. The 
theory is thus true only under circumstances when the terms 
of trade do not change. 

Fluctuations of the rates of exchange : The actual rates 
of exchange fluctuate above and below the mint par. What 
are the causes which influence the movements of the rates 
.of exchange? They may be grouped under two main heads ; 
—the demand and supply of foreign currency, and the 
currency conditions. The demand and supply of foreign 
currency arises from three sources:—(1) Trade conditions, 
(2) Stock Exchange influences and (3) Banking influences. 

(1) The demand and supply of foreign currency are 
dependent primarily on the volume of exports and imports. 

When exports are greater than imports, 

Trade conditions, r. ■ „ ... . .u .. 

foreigners owe to us a greater sum than 

we owe to them. The rate of exchange moves in our favour. 

Conversely, when imports are greater than exports, the 

demand for foreign currency is greater than the supply and 

the rate will fall. Among exports and imports, wc must 

include not only goods, but the invisible items, because ‘ 

these also give rise to the demand for and the supply of 

foreign currency. 

(2) Stock Exchange influences include the payment of 
loans, interest, and repayment of loans, the purchase or sale 

* of foreign securities by home investors, or 

influences*"^^^”^*^ home securities by foreign investors. 

, When a country gives loans to another, the 
loans have to be transferred into the foreign currency. Its 
demand for* foreign currency increases, and the rate of 
exchange moves against it. Similarly, when home investors ' 
buy foreign securities, or home securities are sold by 
foreigners, the rate falls. But when loans are being repaid ; 
or when foreigners biPy domestic securities, the demand f^r^ 
home currency on their part rises, and the rate of exchange 
rises. 
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(3) Banking influences include the purchase and sale of 
banker’s drafts, traveller’s letters of credit, arbitrage opera¬ 
tions, etc. When a bank issues a draft or 
^ letter of credit, etc., on a foreign branch, 
the demand for foreign *^currency ris6s, and 
the rate of exchange falls. Bank rate is also an important 
influence on the rates of exchange. When it'is high [i.e., 
in relation to other countries), foreigners will send funds to 
that country to earn the high rate of interest. The demand 
for home currency rises and the rate of exchange moves up. 
Opposite happens when the bank rate is lowered. 

Currency condition. The conditions of currency in a 
country also exercise important influence on the rates of 

exchange. If there is a chance that the 
condi- currency will depreciate, due to (say) an 
over-issue of paper money, the demand for 
that currency will fall off, since nobody wants to transfer 
his funds into a currency whose purchasing power is depre¬ 
ciating. The rate of exchange will therefore rise, and may 
jump up to abnormally high figures if there is a “flight from 
the foreign currency,” i.c., if foreigners, not liking to 
invest their funds in their home currency, hasten to transfer 
them to foreign countries where purchasing power is more 
stable. Similarly, when the currency of one country is based 
on silver and another on gold, the rates of exchange will 
depend on the gold price of silver. Besides these, many 
other causes influence-the rates of exchange, viz., ihe poli¬ 
tical conditions, the growth of speculative sentiment, 'etc. 


Limits to the fluctuations of exchange : W’hcn both 
the countries are on gold standard, the actual rates of 


Limits iitulcr 
gold standard. 


exchange will fluctuate around' the mint 
par of exchange tvithin lin\its fixed by the 
gold points, 'pie mint par is determined 


by the amount of pure gold in the coins of each country. 


One gold sovereign, for example, contained as -much pure 
gold as 4*86 dollars in pre-war days. The mint par 
between England and America tvas therefore 4*86 dollars 


to the pound. The rate of exchange is said to be at par 
when it is the same as the mint par. The rate of exchange 
will however fluctuate above and below the mint par. The 
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linyts to the fluctuations in the rates of exchange are fixed 
under gold standard by the gold or specie points. ThiHigh 
by sending one gold sovereign, one could have obtained 4-86 
dollars,^ there were <:ertain expenses in connection with the 
shipping of gold. In addition to the trouble of sending, the 
gold exporter, would have to pay charges for freight, 
insurance, etc., and would lose interest during the period of 
transport. The actual sum to be paid on account of these 
charges may oftcn*be considerable. "I'hc actual gold export 
point is therefore determined by adding the shipping 
QXpens'bs, etc., to the mint par. Similarly, the gold import 
point is found by subtracting the shipping expenses from 
the par. The merchants will buy bills in order to make 
payments to foreign countries, so long as the price of bills 
is within the gold points. But if the price of bills is higher 
than the gold export point, they will send gold instead of 
sending bills. Similarly, when the rate of exchange touches 
the import point, gold will be imported. Unlike the mint 
par which is stable so long as the gold contents and the fine¬ 
ness of the coins are not changed, gold points arc variable 
according as the cost of freight, insurance, etc., increase or 
decrease. In recent times, owing to the development of 
aeroplane transport, the time taken to send gold has been 
.shortened. So some saving is made on account of interest. 
Moreover, the freight, and insurance cliargcs are not higher. 

• Hence the gold points have become naTyrower. 

A country is said to have favourable exchange wlien the 
rate of exchange is near the gold import point; it lias un¬ 
favourable exchange ^vheft the rate is near gold export point. 
When we have imported more and exported less we sliall 
have to pay Jthe foreigners for the imports by sending gold 
or other funds. The exchange is then said to be unfavour¬ 
able. Conversely, when our Exports are greater than our 
imports the foreigners must pay us by^scndii^g gold. The 
c*Xchange is then said to be favourable, 

* When both the countries are on inconvertible paper 


Limits under 
paper currency 

standard. 

% 


currency^ ther^ are no gold points. The 
mint par is replaced by the purchasing 
power parity, determined with reference 


to the price levels of the two countries. Unlike the mint 
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par, the purcha.fing power parity is a moving par, chg,ngr 
ing • in response to every change in the prices. Though 
there is an j)ar of exchange, there arc, however, no limits to- 
the Ihictuations in the rates of exchange. The latter will 
fluctuate in accordance with every change in the* demand 
and supply of foreign currency. 

Loan payments in international trade : Following 
Cairnes, we may divide the loan transactions into three 
periods: —first wdicn the loan is being (sransferred, second 
when interest is being paid, and third when the loan is^being 
repaid. Let us suppose that England has advanced Idans to 
the U.S.A. At the time of negotiation, the exports and 
imports of each country balanced and the foreign exchange 
was at par. In this situatioU, the loan negotiation has been 
concluded. If the whole of the loan is spent in England in 
purchasing goods, the value of its exports will go up by the 
amount of the loan. Exports will increase directly and the 
loan will be transferred through movements of goods. But 
if the whole amount of the loan is nort so spent, England 
would have to transfer the sum to the U.S.A. and for this 
purpose the demand for dollars in terms of sterling will 
rise. The value of sterling in terms of dollar will fall and 
the exchange will touch the gold .export point. Gold will 
move out of England.* Owing to the depletion of the gold 
reserves, the Bank of England would raise its bank rate and 
would thus inaugura.te a period of credit contraction. Prices 
and money in'eomes would decrease. The fall in prices 
would stimulate the volume of exports from England. As 
a result of these two movements, the balance of trade would 
become favoufhble t^ England and the loans would be paid 
through increased exports. In the long run, therefore, exports 
of England would be greater than imports, the prices and 
money incomes would be lower. Th(> opposite will happen 
in the U.S.A^.. Its imports will be greater than exports; 
prices and money incomes will also be higher. 'When interest 
would have to be paid, the borrowing country will tend tb 
develop an excess of exports over ipiports. During the third 
stage when it will have to repay the loans, the mechanism 
will now be reversed. The U.S.A. will now tend to develop 
an excess of exports over imports, prices and money incomes 



FOREIGN EXCHANGE 


491 


aviU fall. The opposite will happen in the case of England 
which will have a visible unfavourable balance and a higher 
level of prices and money incomes. This is the neo-classical 
analysis regarding jthe mechanism of transfer of one-sided 
payments made by one country to another. According to 
this analysis (known as the pricc-spccic-llow mechanism), the 
loan or any payment made by one country to anotlier will 
be transferred in the form of an excess of exports from the 
paying country. .This excess of exports will develop as a 
result of a fall in the prices in that country. But in recent 
times‘Ohlin and other economists have expressed doubts 
about the validity of this analysis. Loans arc of course trans¬ 
ferred through an excess of exports over imports. But this 
export surplus tends to develop, not because of changes in 
prices, but because of changes in the purchasing power of 
the two countries. When England grants a loan to India, 
this fact causes a fall in the buying power of the people of 
England, and a rise in that of Indians. This is clearly 
obvious. When A borrows money his buying power increases, 
while that of his creditor decreases. Since the buying power 
of Englishmen decreases, they will purchase a smaller amount 
of goods than before, including smaller imported goods. 
Imports into England will tend to decline, while a large 
portion of domestic goods will be .available for exjx)rts. 
Then Indians will purchase larger quantities of goods as 
they now possess more buying ^jower. Jo they will purchase 
more iniported goods at existing prices, a large part of which 
may come from England. In this way, England will tend 
to develop an export surplus sufficient to transfer the loan. 
It is not nQcessary that prices should fall in England, or 
rise in India. A change in the buying powers, consequent 
on the granting of the loan, is a sufficient condition for the 

emergence of the export surfilus by the lending country.^ 

• • • 

The truth probably lies iq a middle potion. There is 
no doubt that; the payment of the loan causes a change in 
the buying powers a change in demand), and this will 
give rise to some amount«of export surplus. There have also, 
occurred on many occasions some shifts in the prices in the 


* For further Discussion. See Ch. 51. 
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two countries which have facilitated the transfer of paymentsr 
from one country to another. 

Exchange depreciation and exports : It has been 
claimed that the depreciation in the exchange rates of a 
country would give a bounty to its exports. As a result of 
the fall in the rates of exchange, the producers of exported 
goods receive more money by selling their goods in the 
foreign markets. Their costs in the form of wages do not 
rise at once, or do not rise as much as Iheir receipts do. 
They thus get an extra profit, a bounty. Thus so long as 
the internal prices and costs do not rise by the same percen¬ 
tage as the fall in the rates of exchange, this will give a 
stimulus to exports. 

But exchange depreciation may follow the internal rise 
in prices. The fall in the rates of exchange may be less 
than the rise in internal prices. There will then ensure a 
bounty to imports, and exports may be checked. As Taussig 
has pointed out, "the events may take the opposite course. 
Exchange may rise less than prices.... There is nothing in 
a-priori reasoning and nothing in the history of paper money 
to lead to a presumption that the exchange will rise faster or 
slower, more or less than prices.” Exchange depreciation 
docs not in itself lead to such rates of foreign exchange as 
will give a bounty to either exports or imports. 

Depreciation of the exchanges docs not always lead to 
a bounty on exports. If foreigners’ demand for the exports 
of the country is comparatively inelastic a fall in export 
prices abroad may lead to a fall in the total revenue from 
exports.' 

There are certainly occasions when depreciating ex¬ 
changes may give rise to a bounty to exports;' If, as in 
Germany during 1919-1924, the governirient issues large 
quantities of paper money and.uses them to make remit¬ 
tances to foreign countries, the rates of exchange may move 
faster than prices. Harris has found, in his study of exchange 
depreciation after '1931, that "statistical material gives 
support to the position that pap?r countries gained an 
export advantage.” 


N 

• Lcrncr, Economics of Control, p. 378. 
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• , But it should be noted that such 'stimulus is only 
temporary. Sooner or later, prices and costs ^vill move in 
the same proportion with the rates of exchange, and the 
bounty will disappear. The producers of exported goods 
will not’ enjoy the bounty indehnitcly, as compared with 
other home producers. Some of the latter will transfer to 
the exfx)rt industries. Exports will increase, and with 
them, the exchange rates will go down. The more rapidly 
will the exports increase, the sooner will the bounty vanish. 

pther factors must also be taken into consideration. As 
•Harris has pointed out, “economic conditions al^road may 
play an important part. It is in fact necessary to study the 
supply and demand conditions of each commodity. 'I’he 
demand for some may be elastic, and for others inelastic. 
Furthermore, important shifts in demand will occur. Upon 
these and others will depend whether or not any particular 
country’s exports will expand.’’® Moreover, such stimulus 
may not appear during the period wlieti the exchanges are 
depreciating. Anticipating further depreciation, foreigners 
may at first postpone further purchases from the country 
with depreciating exchanges. If imported raw materials arc 
used largely in the production of exported goods, the in¬ 
creased cost of the imports may olFsct the export advantage. 
Lastly, devaluation of the currency k a game which can be 
played by every country. If the other countries adopt 
similar currency policies, of if they levy heavy anti¬ 
exchange-dumping duties, the effects may not be favourable 
in any way. 

FoBward exchange : When both the countries have in¬ 
convertible* paper standards, there arc. no limits to the 
fluctuations in the rates of exchange. All foreign trade 
therefore becomes uncertain and risky. What are the 
methods available for eliminating these risks of exchange? 

^ One methods is to make, all contracts *with the clause, 

, “exchange ag per endorsement’’. That is, the rate of 
exchange is fixed in the contract at which the debtors will 
have to make paymenfcs. The second method is througU 
a forward, contract in foreign exchange. 


* Harris, Exchange Depreciation. 
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The essence* of a forward exchange contract is that a 
person who will have to make or receive payments in a 
foreign country after a certain period settles the rate of 
exchange with his bank. Suppose the Indian importer will 
have to pay the English exporter £1,000 after 3 months. 
Unless he can know the actual sum of rupee? that he will 
have to pay for getting £1,000, he cannot fix the prices of 
the imix)rted goods for sale. He goes to his bank and buys 
forward sterling at a rate agreed on now. That is, he settles 
the rate at which the bank will give £1,000, so that h^ can 
know beforehand how many rupees he will have to pay at 
the end of the period. Thus he is relieved of the risks of 
exchange lluctuations. The rates of forward exchange are 
quoted in terms of "spot” rate, i.e., the rate actually prevail¬ 
ing on the date of contract. When forward exchange is 
quoted at a discount, it means that a greater amount of 
foreign currency can be obtained for home currency. When 
it is quoted at a premium, a less amount of foreign currency 
is available. 

What are the factors determining this premium or dis¬ 
count on the spot rate? The first is the relative rates of 

interest at home and abroad. Now in a 
ing^Said^ratS. fo^^'vard contract, though the merchant is 

relieved of risks of exchange fluctuations, 
the bank will try to reduce its risks by transferring the 
required funds at once to the foreign centre. And this it 
will be eager to do if the rate of interest at the foreign centre 
is higher than the rate at home. For it will then be able 
to earn higher interest on its funds. Hence when the rate of 
interest on the foreigp centre is higher than the domestic 
rate, the bank may quote forward exchange at a discount. 
Secondly, another factor‘is the chance of “marrying” a 
contract. Instead of sending funds, the bank may offset one 
transaction wit^ an opposite one. While some merchants 
will want foreign cuyrency, there will be others who have 
command over foreign currency and, want to’sell it in ex- 
^change for home currency. The bapk will “marry” the two 
contracts and take foreign currency from the sellers and give 
it to the buyers, thus running no risk. Thus it the bank 
has alieady bought forward exchange, it will quote favour- 
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able terms for selling forward. The greater the'chances of 
marrying a contract, the more favourable ivill be the te/ms. 
Thirdly, currency conditions, viz., the possibility regarding 
the depreciation of,the foreign currency, etc., will influence 
the detetmination of the rate. If the outlook regarding 
foreign currency is bad, the bank will be unwilling to buy 
such currency and will quote a premium. 

Exchange equalization account : After England went 
off the gold standard in 1931, it was felt that some device 
should be adopted which would control the abnormal lluc- 
tuatiohs in the rates of foreign exchange. As a result, an 
Exchange Epualization Account was established in 1932 to 
control the abnormal movements in the rates of exchange, 
and to insulate the internal monetary market from tlie effects 
of such movements. Afterwards, when, in course of time, 
France and America abandoned tlie gold standard, their 
governments also established special Funds or Accounts to 
steady the fluctuations in the rates of exchange. From the 
beginning, the activities of these Accounts have been con¬ 
ducted under extreme secrecy, and an atmosphere of mystery 
surrounds them. In this section, we shall discuss the func¬ 
tions of the British Exchange Epualization Account, as the 
other Accounts are worked more or less in the same way. 

The British Exchange Ecjualizati.on Account is directly 
under the control of the British Treasury, and its day to day 
business is conducted by the Bank of England as the former’s 
agent. Its recourccs consist of Treasury Bills issued by the 
government, and gold purchased in the open market, or from 
the Central Banks of Fracice and America. At the outset, the 
government .handed over Treasury Bills worth about £175 
millions to, the Account. The amount \vas later raised to 
£575 millions in 1937. It had no foreign assets in the 
beginning. But the Bank tff England sold some foreign 
assets which it* had accumulated previously. The Treasury 
•Bills are renewed every three'months. The* main purpose 
for which the* Account has been estalAished is to buy and 
sell sterling in exchange for foreign currencies. When the 
foreigners want to transfer their funds into sterling, it is the^ 
. business of the Account to sell sterling to these people, and 
thus prevent a sudden rise in the sterling exchange rate. 

• A 
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Of course fhe authorities are not supposed to use the Account 
to interfere with the secular and permanent tendencies in 
the foreign exchange market. It will try to eliminate the 
temporary ups and downs in the foreign exchange rates due 
to the activities of the speculators or the nervousness of the 
investors. In other words, it seeks to do away wdth the adverse 
effects of an influx or efflux of “bad money” in the foreign 
exchange market. Its aim is thus to insulate the banking 
system from the foreign exchange market^and to steady the 
rates of exchange as far as it is consistent with long-term 
trends. Thus the domestic monetary market and the foreign 
trade are left undisturbed, and can proceed smoothly. 

At first the Account purchased dollars in exchange for 
sterling and influenced all other rales through the dollar- 
sterling rate. The dollars thus acquired were immediately 
converted into gold in New York. After 1933 when the 
LI.S.A. went off gold the Account operated in francs, and 
converted them into gold in Paris. Things become difficult 
when France abandoned gold standard. Put the difficulty was 
avoided when the Tripartite Monetary Agreement between 
England, France and the U.S.A. was signed in October, 1936. 
Under the Agieement, the three countries agree to buy from 
each other their own currencies in exchange for gold during 
the next 24 hours. 

The actual operations of the Account arc too compli¬ 
cated to be described within a short compass. Suffice it to 
say that the technical apparatus for controlling the foreign 
exchanges and the bullion market has been developed in an 
adequate manner. The efficiency o*i the system in neutralis¬ 
ing or eliminating all temporary or speculative ups and 
downs in the foreign exchange rates cannot be doubted. But 
it should be remembered that it canno<^ solve the more 
fundamental problem of effecting an equilibrium between 
the price and income structures of the different countries. 

Exchange control : Control of the exchange rates by 
the monetary authorities for a particular purpose or purposes 
was instituted by all countries during the war. But the 
deliberate adoption of this policy during the peace-time 
began after the onset of the great depression of the thirties 
of this century. Exchange control may be defined as a 
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syssem in which the government of the country intervenes 
not only to maintain a rate of exchange which is cjuite 
different from what would have prevailed without such 
control, and to require the home buyers and sellers of 
foreign currencies to dispose of their foreign funds in parti¬ 
cular ways. This system was adopted in the European coun¬ 
tries during a period of extreme world-wide depression, when 
there had taken place a virtually complete breakdown of the 
international gold standard and a collapse of international 
„ credit facilities. The primary objective in 

Aims Af Exchange q£ ^ majority of countries ivas 

Control. . ■ I 

to protect the existing gold or exchange 

values of currencies from the unexpectedly sharp distur¬ 
bances in their balance of payments. There was in many 
of these countries, “an almost pathologically extreme deter¬ 
mination to maintain, at whatever cost, the official gold 
values of the national currencies because of the memories 
of the havoc which had resulted from the extreme inflations 
following the first' world war.” Hence many countries 
regarded the maintenance of exchange parity as a cardinal 
objective.* Another objective was to ensure a sufficiency of 
foreign bills for payments regarded as pressing or to prevent 
import prices from rising. In a number of instances, 
exchange control was adopted for the- purposes of favouring 
trade with and payments to particular countries. 'This was 
sought to be done by prescribing special exchange rates for 
the goo 4 s of the favoured countries or by the grant of priority 
of treatment on a uniform exchange rate basis. Another 
aim was^ to check the flight of capital. Lastly, it was also 
used for protectionist purposes, or even ^or obtaining revenue 
as in Chile.- 

When exchange control is adopted by any country, the 
government usually requires*the exporters of goods and 

services and . recepiefits of, interest and 
"SomroL^ Exchange amortisation payment* to hand over their 

receipts in exchange for domestic money 
at rates flxed by it. Ccyitrol 4 s also exercised over all im¬ 
port transactions. Certain types of imports are prohibited 
•to reduce the demand for foreign payments. A distinction 
is drawn between “necessary” and “siiperflu 9 us” .imports and 

32 • ' • 
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paynienjts for goods are given preference over purely finan¬ 
cial • transactions. Where no attempt is made to ration 
foreign exchange as between different countries, the system is 
regarded as non-discriminatory. Here che authorities dis¬ 
criminate as between commodities and services without 
regard to their national origin. But this type is seldom 
found in isolation. Several other types may also be distin¬ 
guished, viz., compensation arrangements, clearing agree¬ 
ments, payments agreements etc. A compensation arrange¬ 
ment pertakes of the character of the old-fashioned barter 
deal. An example would be the sale by India of cotton 
goods of a particular value to Pakistan, the latter agreeing 
to supply raw cotton of the same value to India at a mutually 
agreed exchange rate. Imports thus compensate for exports, 
leaving no balance requiring settlement in foreign exchange. 

A clearing agreement consists of an undertaking by two 
or more countries to buy and sell goods and services to each 
other, at mutually agreed exchange rates, against payments 
made by buyers entirely in their own currency. The balance 
of outstanding claims are settled as between the central banks 
at the end of stipulated periods, either by transfers 6f gold or 
of an acceptable third currency. Or the balance might be 
allowed to accumulate for another period, pending an 
arrangement whereby the creditor country works off the 
balance by extra purchases from the other country. In a 
payments arrangement, the ' usual procedure of making 
foreign payments through the exchange market is lef*^ intact. 
But each country agrees to establish a method of control 
whereby its citii^iens arc forced to purchase goods and, services 
from the other cqurit^ry in amounts equal to the latter’s 
purchases from the first country. Another type of payments 
agreement is one designed to collect past debts. For example. 
Great Britain and Germany agreed in 1934 to set aside 55 
per cent of tbs value of Germany’s current exports to 
England for the payment of past debts due to the British 
citizens. The remaining 45 per cent- may be used freely by 
^Germany. Mention should also be made of the system of 
“blocked accounts,’’ under which the debtors are^compelled 
to pay their dues to foreign creditors into accounts at specially ‘ 
designed banks. , The creditors might use these blocked ac- 
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•connts for any purpose whatever, within tKe debtor country. 
In Germany these blocked funds could only be used for 
specific purposes or for so-called “additional exports”. On 
many »occasions, the foreign owners of these blocked ac¬ 
counts were forced to sell their funds at a loss, the 
discount rumiing from 20 to 5 per cent. 

Dr. Einzig claimed substantial advantages for the system 
of exchange control. It, for example, enabled the weak 
debtor countries'to purchase from each other and from 
financially strong countries. Also there was no doubt that 
*in the conditions which prevailed throughout the world 
during the great depression, exchange control served to 
increase foreign trade by balancing exports and imports of 
these countries in an ujjward direction. Moreover, as 
Prof. Hansen pointed out, exchange control measures may 
be necessary for primary-producing countries which aspire 
to industrialize their economies.' But the greatest defect 
of exchange control is that it tended to bilaterize foreign 
trade into channels*which would not be the case under ordi¬ 
nary conditions. It is an additional disadvantage of ex¬ 
change control that it led definitely to the discriminatory 
regulation of foreign trade. “Trade bargaining will tend 
to be conducted primarily by governments instead of by the 
individual traders themselves, in an atmosjjhere of sparring 
for advantage of threat and counter-threat, and of the multi¬ 
plication by each country of‘impediments to trade which 
it does mot want for their own sake, but which it feels it 
must introduce as a counter-weight to the restrictions im- 
]30sed for bargaining purposes by other countries”.'* There 
is the additional consideration that exchange control is costly 
in administrative manpower; it encourages spivery and 
corruption and is often destru^ctive of economic incentives. 


' America’s Role in the World Economy, p. 185. • 

' Trade Relations between Free Market aAd Conlroiled Economies, p. 35. 
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CHAPTER XLIV 

c 

TRADE CYCLE 

The course of productive activities, like the course of 
weather, seldom runs smooth. It has its ups and downs. A 
period of prosperity is generally followed by a period of 
depression. These fluctuations in business activities,^- the 
see-saw movements of booms and depressions—are known as 
the trade cycle, or the business cycle. “A trade cycle is 
composed of periods of good trade characterised by rising 
prices and low unemployment percentages, altering with 
periods of bad trade characterised by falling prices and high 
unemployment percentage”.^ Two tendencies stand out as 
prominent characteristics of a trade cycle. It connotes, first, 
a fluctuation in the productive activities as measured by the 
figures of unemployment; and second, a fluctuation in the 
price-level. In the upward phase of the cycle, productive 
activities expand, unemployment is diminished, ahd prices 
may rise. In the downward phase, productive activities 
are curtailed, unemployment increases, and prices fall. 
Generally, there are two broad phases, viz., prosperity and 
depression. The prosperity phase is marked by two move¬ 
ments, recovery.andoboom ; depression consists also of two 
tendencies, recession and contraction. There are, moreover, 
two turning points, upper and lower. At the lower turning 
point in the bottom of the depress'ion, recovery starts and 
soon grows into th^ bpom, a rapid phase of expansion. The 
end of the boom is managed by the upper turning point, 
when recession grips the economy, which* soon slides into 
depression. There are, therefore, four, phases and two 
turning points,. 

The terra ‘‘cycle” is applied to these fluctuations 
“because an excess movement in one direction tends to bring 
/into operation not only its own remedy but a stimulus to 
an excess movement in the other direction”.* . Like the 


* Keynes, Treatise on Money. Vol. I, p. 278. 

* Hawtrey, Yrade* and Credit, p. 83. 
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^wing of a pendulum, a movement in one direction will auto¬ 
matically generate movements in the opposite direction. 
Periods of prosperity contain within them the seeds of the 
coming periods of depression. Moreover, these cyclical move¬ 
ments denote a certain amount of periodicity. There is a 
sort of regularity in the time intervals between the phases 
of the cycle. It was claimed in early days that the time 
usually occupied by a cycle was ten or eleven years. But 
the time intervalj are far from regular. 

A few prominent characteristics of the trade cycle may 
Jbe n(5ted here. First, the cycle is synchronic. I’hat is, the 

upward and downward movements tend to 
a synchronise or occur at approximately the 

same periods in all industries. When busi¬ 
ness is good in one industry, it gives more orders to others 
for raw materials, machineries, etc. It employs more 
labourers and the latter’s aggregate incomes arc increased. 
These additional orders and additional incomes bring good 
trade to other businesses. Similarly, periods of distress in 
one industry spread to others. The trade and business of a 
country ^re so interconnected that a wave of prosperity or 
depression in one industry would soon generate a similar 
wave in other industries. Secondly, these cyclical movements 
are international in character. Through the mechanism of 
international trade and foreign exchange, businesses in coun¬ 
tries are so interlinked that a prosperity in one country will 
spread to, and be shared by others afto. Thirdly, though 
the alternate movements of booms and depressions are shared 
by each industry, they tjre not shared in equal degree by all 
industries. It is a familiar fact that what are called “cons¬ 
tructional industries”,—ship-building, engineering and other 
industries making investment goods, experience the largest 
fluctuations. During the upward phase, a great part of the 
resources of the community is devoted to the production of 
investment goods, while during the dowlfward phase, a 
smaller part iS so devoted. The fluctuations are far wider in 
industries making pro’ducer’s goods than in those making 
consumer's goods. Lastfy, the’cycles exhibit a clearly marked* 
wavelike movement. And the different cycles are nearly 
similar to each other. “A 'typical' cycle construcJ;ed by 



502 


AN INTRODUCTION TO ECONOMIC THEORY 


making as iv were a composite photograph o£ all the recorded, 
cycles wbuld not materially differ in form very widely from 
any one of them. But this typical cycle is not an exact replica 
of any individual cycle. The rhythm is rqugh and imperfect. 
All the recorded cycles are members of the same family, but 
among them there are no twins”.® 

Theories of trade cycles : Various theories regarding 
the origin of trade cycles have been advocated. It is impos¬ 
sible to review them in the short compass of this book. We 
shall, however, take the main types of theories and dtscuss 
their appropriateness. Before proceeding to that, it is nece¬ 
ssary to dispel one mistaken idea about the causes of the 
depression. 

Trade depression, it is claimed, is due to the general 
overproduction of goods. But if it means that man has pro¬ 
duced more goods than he desires to consume, it is impos¬ 
sible. It implies that man’s wants are completely satisfied ; 
that each individual has as many goods as he likes to 
consume. But no such conditions can exist in modern 
society. There are no limits to the total wants of human 
beings. Over-production is possible only in the sense that 
goods cannot be sold at a profit. Such a phenomenon is 
quite possible. Owing to a faulty anticipation of demand, 
more goods may be produced in particular industries than 
-can •be sold'with profit. Theie occurs 
Can there be partial over-production in particular indus- 
Suction? tries. Smaller orders for machineries, raw 

* materials, etc., are given by these industries 
and labourers become ^unemployed. Their incofhes fall and 
they purchase less of other goods. The result is*’that other 
industries are also depressed. ,But this cannot continue for 
long. Labour and capital will move from those industries, 
and slowly and ^iCeadily the state of over-product ion will pass 
off. The phenomena* of general over-productiron are, there¬ 
fore, possible. Moreover, over-production is the symptom 
pt trade depression and cannot bef its cause. We cannot 


' Pigpu, Industrial Fluctuations, pp. 15-16. 
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^xj^lain depression by saying that it is car^sed by the accu¬ 
mulation of large stocks of unsaleable goods. • 

Climatic theories : Following a suggestion of Herscbell, 
Jcvons came to the conclusion that trade cycles are caused by 
“sun-spoLs”. These sun-spots occurred in cyclical order at 
intervals of 10*45 years, and he calculated that the average 
length of the trade cycle was also 10*46 years. Wlien these 
sun-spots appeared, the sun emitted less heat and this made 
the harvest poore^. Bad harvests diminished tiie jnirchasing 
power of the agriculturists, and they purchased less goods. 
[The tesult was depression. In a modified form, this theory 
is held by H. L. Moore and Sir William Beveridge. 

That the prospects of agriculture affect the jjrospects of 
industries, nobody would deny. But it is dilRcult to correlate 
business cycles with climatic cycles. Climatic influences may 
be one of the factors which sometimes affect the course of the 
trade cycle. But they cannot account for all the features. For 
example, they cannot explain why the production of capital- 
goods increases moos during booms than during deprc.ssions. 

Theories of over-saving or under-consumption : Deve¬ 
loping a, line of thought prominent in Marxian theory, 
Hob.son came to the conclusion that the trade depression is 
due to “over-saving.” The modern society is characterised 
by great inequality of incomes, and a large portion of the 
total wealth is owned by a small class. In times of brisk 
business, the incomes of this, class increase and a greater 
proportion of them is saved. The wealtby busine.ssmen conti¬ 
nuous!/ invest their savings in productive enterprises, in 
turning out more machineries, tools, etc. There results a 
deficiency of purchasing power available for buying consu¬ 
mer’s goods, and this is borne out by the familiar pheno¬ 
menon of wages lagging behind prices. Thus while purchas¬ 
ing power is diminished, the supply of goods is increased as 
the new machineries, etc.,* are employed. The result is a 
glut of goods*in the market which rannot b6*sold at a profit. 
•And the socifity enters upon a periocfpf depression. This 
is due to the lack of sufficient money to buy goods; and, 
the latter is due to tHb fact’ that a greater proportion oi? 
incomes has been withdrawn from consumption, and has 
been saved. This deficiency of spending and the ejjcess of 
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saving arc the cause of depression. In slightly different 
forms, riiis theory is also held by Messrs. Foster and Catchings 
and Major Douglas. 

This theory provides an explanation} not of trade cycles, 
but of depressions. Even as an explanation of depression, it 
is defective. There is no reason why the business class would 
continuously go on saving. They may increase their expendi¬ 
ture on luxuries. Moreover, it assumes that the amount 
saved would automatically be invested. ‘ But this is not 
always the fact. According to this theory, depression occurs 
because more consumer’s goods have been produced than 
can be sold. We should expect therefore that the first sign 
of depression would be the fall in the price-level of consu¬ 
mer’s goods. But in actual fact, depression in its first phase 
is characterised by a fall in the prices of producer’s goods, 
and the [)rice-lcvcl of consumer’s goods is generally the last 
item to fall. 


Monetary theory of the trade cycle :. According to this 
view, whose most prominent advocate is Hawtrey, the trade 
cycle is a “purely monetary phenomenon’’. In the modern 
currency systems, bank credit forms the principal means of 
payment. But credit is inherently unstable. It lies in the 
power of the banking system as a whole to create more credit. 
Tliis they can do by lowering the rate of discount or by the 
purchase of securities. The upward movement of the trade 
cycle is brought about by an expansion of credit engineered 
by the banks. This additional credit borrowed by Business¬ 
men is spent in the payments of wages. 
Trade cycle is* interest, rent, etc. According to Hawtrey, 
caiL»!° behaviour of the merchanjts and the 

dealers *is very sensitive to changes in the 
rate of interest. These dealers* buy and sell large quantities 
of goods with borrowed money f and a slight lowering or 
raising of the fate of interest will induce theVn to borrow 
more or less from thf'banks and thus to increa'^e or decrease' 
their stock of goods. Thus when the rate of interest is 
*io^vered, the traders borrow more money and try to increase 
their stock. They give larger orders for goods to the 
.producer. The latter tries to increase his output and 
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^engages more labour, buys more raw materials? etc. The 
aggregate money incomes of the community increase ; and 
so the consumer’s outlay increases. This means increased 
demand for goods. The dealers now find that their stocks 
are being depleted. They give more order to the producers. 
They, in their turn, try to increase production. Money 
incomes and outlays increase. Prices begin to rise. The 
•expectation of a further rise in prices induces dealers to 
increase their stOj:ks. Again the same process is repeated, 
and prices rise in a crescendo. 

, Yhe demand for loans rises, while the reserves of the 
banks are getting depleted owing to the internal drain of 
cash into circulation and the possible export of gold. The 
banks will be forced to raise interest rates, and refuse to 
grant additional credit. This causes the bubble to burst 
and the dealers hastening to reduce their stocks give fewer 
orders to producers; the latter curtail their productive acti¬ 
vities, and unemployment ensues. During this period of 
depression, businessmen need less credit and deposits and 
reserves accumulate at the banks until they lower the rate of 
interest., The cycle starts again. The remedy for the cycle 
is for banks so to regulate their volume of loans that prices 
will be stable. 

That an expansion of business activity is sometimes 
caused by an expansion of credit cannot be denied. One of 
the conditions for the development of booms is that there 
should be an expansion of credit. Bift the latter is not the 
cause bt the former. The trade cycles are mainly caused by 
non-monetary factors. .The monetary influences make the 
boom possijale and increase or decrease the amplitude of 
fluctuations of the business cycles. According to this theory, 
trade cycle would cease if prices are kept stable. The theo¬ 
rists do not deny that the impulses to the expansion or con¬ 
traction of business activities may come from non-monetary 
fzd:tors, but • if the banking ‘systciii suitably regulates the 
• volume of credit, expanding it when Business activities show 
signs of depression, and contracting it when the latter are, 
expanding, the fluctuattons Would become impossible. It i^ 
of course,* true that the trade cycle is a dance of the dollar, 
and that the fluctuations in prices and credit are the inevi- 
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table accoEipanipients of a cycle. So also “in moderrii 
mountaineering there is an almost perfect correlation be¬ 
tween the possession of an ice-axe and the ascent of snow 
mountains. Practically nobody ever ascends a snow moun¬ 
tain who has not previously bought an axe .... But ‘tliis does 
not prove that if the purchase of ice-axes was prohibited by 
law, snow mountains would no longer be ascended”.* So we 
cannot eliminate these fluctuations by keeping prices stable. 
The trade cycle, therefore, though it appears in a monetary 
garb, is not due to monetary causes alone. 

Psychological theory : According to this theory, upheld' 
generally by Pigou, the dominant cause of the business cycles 
is the movement of business,confidence. When business is 
brisk, people expect good profit and over-estimate the pros¬ 
pects of the future. Tht^y expand tlieir productive activities. 
The confidence of one class of businessmen generates similar 
feelings in others, because “etilluisiasm and despair are both 
catching.” 'riius the feelings of optimism and despair both 
tend to infect others. This optimism breeds errors, and pro¬ 
duction is generally carried on beyond the limits of profit¬ 
able sale. When this fact becomes patent, the businessmen 
suffer losses ; they at once grow [tessimistic about the pros¬ 
pects of business and curtail their productive activities. 
Businessmen thus alternate between errors of optimism and 
errors of pessimism, and these set up wave-like movements 
in activities. The arlherents-of this theory do not deny 
that other factors, e.g., harvest conditions, etc., may be at 
work, but these influence production by affecting business 
confidence. ' 

This theory co\itains much truth. Business,conditions 
are intimately influenced by business corwfidence. But it 
fails to explain why a boomi starts, and why confidence 
revives. It is also inadequate to ^plain why (Optimism gives 
rise to pessimism*. To account for these moventents, it must 
take help of other fadors. The value of the theory lies in 
, the recognition that recovery from depression is not possible 
Unless business confidence revises. ‘ 


* Pigou. Industrial Fluctuations, p. 197. 
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. ^ Recent theories :* A large number of vritersv including 
the Late Lord Keynes, have expressed the opinion rtiat the 
essence of trade cycles is a variation in the volume of invest¬ 
ment goods caused by changes in the marginal efTiciency of 
capital *(v/hich has !)een defined by Keynes as the expected 
rate of return on the capital cost of a newly produced asset), 
or in the rates of interest. If we refer to our previous 
analysis about saving and investment, wc can understand the 
part played by th^se two factors in determining the fluctua¬ 
tions in the volumes of money incomes, employment, etc. 
At thh bottom of a depression, something happens to raise 
the marginal efficiency of capital, or to cause a fall in the 
rate of interest. The former may be due to the depletion 
of previously accumulated stocks below normal, or to the 
necessity of renewing worn-out capital-goods, or to the dis¬ 
covery of some new resources, or to new inventions. The 
fall in the rate of interest may be caused by an increase in 
the quantity of money in the possession of banks; or it may 
be due to a weakening of the liquidity-preference which leads 
people to dishoard. Any one of these factors may initiate 
a revival of investment. The volume of emjiloyment 
increases as more and more resources are drawn into pro¬ 
duction for turning out investment goods (assuming the 
existence of idle resources which is a fact at the bottom of a 
depression). An increase in volume of employment of factors 
will lead to a rise in money jncomes. In this way a burst 
in investment gives rise to a boom, afid this boom lasts so 
long as*the investment goods are being constructed. But 
sooner or later, the scope for new capital-goods declines as 
all remiinerative openings for investments arc being progres¬ 
sively utilised. Hence there is an inevitable tendency for 
the prospective i^ield on new capital-goods to fall. More¬ 
over, further expansion in •the volume of capital-goods 
increases theiv cost of production, either as wages, or prices 
of materials,* etc., rise. Undtr the combiAtd influence of 
• these two facftirs, the marginal efficienty of capital collapses. 
If the rate of interest* does not decline or declines insuffi-« 

ciently, the consequence mu§t be a fall in the volume oP 

« _ 

* While mainly basing on Keynesian analysis, wc have tried to avoid 
the intricacies of .that theory. 
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investments A proportionate fall in the rate of interest is 
unlikely. On the other hand, as the expanding income and 
expanding business raise the monetary requirements of the 
public, the banks find it difficult to meet this expanding 
demand by supplying increasing quantities of money. 
Interest rates must begin to rise. Thus the volume of invest¬ 
ment follows a downward course. Decline in investment 
causes a fall in the volume of employment and monetary 
incomes, and the economic system finds itself again in the 
throes of a depression. 

According to Lord Keynes, there is, moreover, a clironic 
tendency towards a deficiency of demand or depression in a 
progressive economy. As a community gi'ows richer, its pro¬ 
pensity to consume declines. On the other hand, on account 
of the abundance of capital goods, the opportunities for new 
investment become less attractive. Faced with declining 
marginal efficiency of capital from both sides, new investment 
may fall off with all the attendant symptoms of depression. 

It has been suggested by Prof. A. H. Hansen that the 
western world is now faced with the problem of declining 
investment opportunities. This, he thinks, is due to the com¬ 
bined effect of the decline in population growth and the 
exhaustion of many of the possibilities of inventions likely to 
absorb large capital outlays. The result is that we are not 
only faced with a business cycle problem, but with a “secular 
stagnation” in which “sick recoveries die in their infancy 
and depressions feed'on themselves and leave a hard and 
seemingly immovable core of unemployment”.® 

Hicks’s theory of the trade cycle Hicks has stated 
a theory of the trade cycle based mainly by combining 
the multiplier and the acceleration principles.® According 
to him, the cyclical fluctuations are due to the combined 
effects of the multiplier action and the acceleration principle. 
He assumed that investment is gi$nerally of two types, auto¬ 
nomous and iruauced. Autonomous investment consists of 
those types of investment which are independefnt of changes 
-in output. “Public investment, investment which occurs in 
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direct response to inventions, and much of*the “long-range" 
investment (as Mr. Harrod calls it) which is only expected 
to pay for itself over a long period, all of these can be 
regarded as autonomous investment for our purpose." In a 
growing econoniy, such investment tends to increase over 
time at a move or less constant rate. Induced investment 
consists of those types of investment which arc induced by 
changes in output. Suppose that in any industry, there is 
an increase in output due to, say, an increase in demand. 
In so.far as this increase is expected to be permanent, the 
production of the increased output would necessitate some 
increase in the existing capital stock in the industry, riius 


Y 



Fig. S8. 


an increase -in output induces investment. This is nothing 
else but tho acceleration principle. We know that the level 
of money income depends on the volume of investment. So 
corresponding^ to the volume of autonomous investment, 
there will be^a particular levql of money income, the ratio 
of income to .investment depending on the inter-action of 
the multiplier and the acceleration • principle. Money 
income will, therefore, grow at the same rate as the volume^" 
of autonon^ous investment. In fig. 38 Hicks traced the growth 
• of autonomous investment along the line AA, which slants 
upwards to the right, because i^utonomous. investment 
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grows through time at a more or less constant rate. The 
line* £E represents the level of output or income, corres¬ 
ponding to the volume of autonomous investment. The 
distance between AA and EE depends on the combined 
value of the multiplier and the accelerator. 

Let us assume that while the level of output (or income) 
is at Po, an invention occurs and induces a small burst of 
autonomous investment. As the volume of investment 
increases beyond its normal level, outpul (or income) will 
tend to grow a long the line Po Pi, aw'ay from the ^equili¬ 
brium path of EE. This expansion in output will induce 
further investment, and the effect of this induced investment 
will be to cause a further rise in output (or income). In 
this way, output will rise until it touches what Hicks calls 
"the full employment ceiling". The full employment 
ceiling consists of the maximum amount of output (or 
income), which is produced when there is full employment 
of all resources. It is called a ceiling, because it is impos¬ 
sible to expand output beyond this limit. The full employ¬ 
ment output, corresponding to each level or investment, is 
measured along the line FF. 

Once we reach this Everest, output and income cannot 
grow any further. The economic system may, for some time, 
proceed along this summit or ceiling. But sooner rather 
than later, it will have to move in a downward direction. 
This is due to the following reason. The total output has ' 
been raised to the full employment level FF on ac-ount of 
the effects of both autonomous and induced investment. 
Induced investment is induced by the increase in output, 
and will stop altogether when output ceases to increase. 
Once the system reaches the full employment ceiling, out¬ 
put cannot increase any further. So when the economic 
system reaches FF at Pj, output ceases to increase, and there 
is no longer any induced investment. Only autonomous 
investment continues’; but the volume of such investment 
alone cannot support the production of full employment 
.-output (or income). Hence the output will tend to decline 
below the full employment level. As output declines, it 
will induce a certain amount of disinvestment. If the fall 
in output induces disinvestment at the same rate at which 
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•inareases in output induce investment, thd output vill fall 
along the curve Q^q. But this does not happen. Disiiwest- 
ment in fixed capital can only take place by a slow process 
of wearing-out, which takes a comparatively long time. 
Hence the system moves downward along the dotted line 
Qi Q^. 

So far it seems that the downward movement would 
be more gradual than the upswing. Yet in practice, we find 
first the reverse. A leading feature of tlic downswing is that 
the (Recline in output, once it gets under way, tends to 
proceed at a fast rate. This, according to Hicks, is due to 
the operation of the monetary factors. As the downward 
movement starts, sales of goods become diliicult and the 
burden of fixed costs become oppressive. 'Flie rate of 
bankruptcy rises. As a result, there will be a sharp rise in 
liquidity preference. The latter would react adversely on 
the credit situation, and the resultant t redit stringency causes 
activity to fall at a very rapid rate. This must tend to 
aggravate depressioh. 

Such is, in essentials, the Hicksian tfieory. We have 
given just a bare summary. Adetjuate justice cannot be 
done to such a well-integrated discussion within a short 
compass. 

Conclusion : In the present slate of our economic 
knowledge, it is not possible to give a complete explanation 
of the causes of the trade cycles. TJie literature on the 
subject js highly controversial and is constantly growing. 
But the apparent disagreement among economists is not so 
great as, it appears at first sight, riic trade cycle is the 
result, not of one single factor, but of a multiplicity of 
factors, among which sometimes one and sometimes another 
becomes dominaftt. 

Remedies : So disastrpus are the effects of the trade 
cycle, especiaUy in relation 'to ^he volume of,unemployment, 
that there is i\o more important practical problem facing us 
*to-day than the abolition of these fluctuations. But unfortu¬ 
nately, economists are nqt yet agreed as to the correct policy, 
to be pursued. The remedy that is proposed depends obvi¬ 
ously upon the diagnosis that has been made. Those eco¬ 
nomists who support the monetary (explanation, of the cycle 
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pin th^ir taith on curing it by means o£ control over the 
supply of money. In their oponion, the banking system can 
do much to decrese the amplitude of the fluctuations of the 

trade cycle by manipul?ting the bank rates^ 

open market operations. 
When businesses show undue signs of 
expansion, the Central Bank should put up the screw, 
increase the bank rate and sell securities in the markets 
Similarly, approaching periods of depression can be corrected 
by a lowering of the bank rate, purchase of sccuritiej», etc. 
In this way it is claimed that if the Central Bank is suffi¬ 
ciently bold and far-sighted, it can offset the wave-like move¬ 
ments of the trade cycle. 

Those who subscribed to the underconsumption theory 
are not satisfled with mere manipulation of the bank rates 
and open market policy. In their opinion, steps should be 
taken to stimulate the falling propensity to consume which 
is the root ‘cause of depression. The tax system should be 
so devised as to secure a much more equal distribution of 

incomes and remove the fundamental 
cause of the “over-saving” piopensity. 
Mr. Hobson pleads for an adjustment of 
the wage rates in the upward direction during a boom. By 
increasing wages and reducing profits, it will stimulate con¬ 
sumption and slow down savings. By reducing profits, it 
would check the inctj'ptive of businessmen to borrow and of 
bankers to lend. So less credit would be created.,, Prices 
would rise by a smaller percentage. 

Other economists who consider uhese cycles to be caused 
by fluctuations in the volume of investment goods, plead for 
the adoption of measures to curb investment during booms 
and to stimulate it in if depression. In their opinion, mone¬ 
tary measures will only create the favourable environment 
for the successful carrying out of fundamental remedies. 
But they cannot eli.minate the trade cycles. The best 
remedy is for the government to carry out a contra-cyclical 

fiscal policy , in various directions. The 
public authorities should plan their public 
works programme in such a way that a 
greater amopnt would be spent in times ^ of depression 
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and less in times of booms. For example, anore "post offices, 
more roads, more railways and irrigation works shoul^ be 
constructed during periods of depression. This would relieve 
unemployment, increase incomes and stimulate consump¬ 
tion. Taxes should be reduced during depression, specially 
the taxes on business profits. This is likely to stimulate 
private investment. The budget should deliberately run 
into deficits to be financed by loans.^ 

During booms, public works programme should be cur¬ 
tailed ; heavy taxes should be levied on business profits so as 
to che^k private investment, and the budget should show 
sufficient surplus which should then be utilised to eliminate 
the previous deficits as far as possible. These and other 
measures designed to stimulate consumption and private 
investment during depression have been advocated to cure 
the trade cycle. 


' See next chapter as well as Ch. L2. 
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CHAPTER XLV 


MONETARY MANAGEMENT 


External vs. internal stability : The «pre-war gold 
standard was managed for the purpose of securing exchange 
stability. The exchange rates were kept stable within the 
narrow range of the gold points, and the 'internal price and 
cost structures were allowed to fluctuate. That such, stabi¬ 
lity of exchange rates secured large benefits for the world 
is no longer doubted. It facilitated large-scale movements 
of goods from one country to another. It also fostered the 
gRuvth in the volume of international investment. But 
critics have not been wanting who questioned the utility of 
stable exchange rates. 

These critics argue that exchange stability connotes only 
a very small thing. It does not means the stability of the 
foreign value of the local currency. It of course protects 
the foreign trader from the fluctuations in exchange rates. 
Bill it does not protect the producer for export, hs it does 
nol guarantee either stability of the export prices, or stable 
relations between his costs and prices. The costs of the 

expo^rt producer will depend on domestic 
Dcicds of a conditions, while the prices that he will get 
Mabi^ity”^ tMtrnai prodftcts will depend on the vagaries- 

of the world price-level, “It is g. narrow 
conception of foreign trade which looks merely to the 
interests of t^e middle man, and neglects those of the home 
producer.” Morcpver, stability of the exchange rates would 
communicate all sorts of disturbances occurring in the other 
countries to the domestic system. A political disturbance 
in the U.S.A. would at once, communicate its economic 
effects to India. It is better, therefore, to fpllow a policy 
of internal stability of prices and let the exchanges “go hang” 
But this is putting the dilemma in much too extreme 
f form. “To put the two as absolute .alternatives is not merely 
an exaggeration; it is untrue”.^ Stability of exchange rates 


* T,he Future of Monetary Policy, p. 116. 
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canjiot be maintained for a long time if the interncfl economic 
conditions are allowed to fluctuate. That has been anjply 
proved by the complete break-down of the gold standard in 
the thir,ties of this gsntury. Similarly, stability in internal 
prices alone cannot be achieved successfully if exchange rates 
are allowed to fluctuate violently. Only a country which 
took no part in international trade and investment would be 
able to secure the one without the other. When a country 
is doing a fair shgire of the world trade, instability in ex¬ 
change rates would mean an u[)sctting of the internal price- 
1/ivel, Vf only because import prices form a substantial part 
in the determination of the general price-level. Hence from 
a broad point of view, the two tyj>es of stability are depen¬ 
dent on each other. 'I’here is no doubt that the two polices 
may be in conflict with each other on particular occasions 
{e.g., wars and revolutions, abnormal movements of short¬ 
term funds, etc.). It should be the aim of monetary policy 
to harmonise the two as far as fjossible. But excessive pre¬ 
occupation with mere external stability should no longer be 
encouraged. More and more attention should be paid to the 
fonnulatiwn of policies for securing some amount of stability 
in the internal price and cost structures. 

Monetary aims and prices : Assuming therefore that 
our aims should be to manage the internal price-structures, 
the next question that arises is ,—hoiu do lue want prices to 
,J)ehave} Let us for the moment leave aside the rather 
awkward question, can we really manage the prices? Sup¬ 
posing w*c can do that, shall we try to have stable prices, or 
rising prices or falling prices? 

Marsha^, writing in tlic latter part of the 19th century, 
showed a preference for a falling price-ldvel. Periods of rising 
prices contain wkhin themselves seeds of future disasters. 
Wild oats are sown during those periods, whose fruits the 
economic systcih h&d to garner j)ain fully during the succeed¬ 
ing periods of depression. With falling prices, though the 
businessmen get less, tjie wage-earners get more. In these 
ways, he argued the case in favour of falling prices. But, 
the prevailing opinion during the pre-1914 days was in favour 
.of any of these two courses,—a gently rising price-level and 
a stable price-level with a majority for the latter. » 
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A^geiidy rising price-level : The case in favour 9 f a 
gen,tly'rising price-level rests on the fact that it acts as a 
great incentive to enterprise. When prices rise the expenses 
of the businessmen do not rise as much |is prices. It is well- 
known that wages are usually very sticky, and follow prices 
haltingly. Hence during such periods, businessmen can 
make large profits. Pospects of such profits will stimulate 
them to an increased production of goods. Thus rising 
prices would secure a fuller employment qf the workers than 

could otherwise be obtained. “Is it not 
Advantages. rising prices that empty the worh-hous^s 

and the employment exchange registers, and fill the factories 
and the shipyards? And is it not better that all should be 
busy, even though grumbling at the cost of living than that 
some should be living cheaply and others left on the 
.streets?”* Moreover, according to Robertson, the industrial 
advance in the 19th century has been made possible because 
of the stimulus given by rising prices. Periods of rising 
j)riccs cause the wealth of the community to increase faster 
than would otherwise be the case. 

There is of course much truth in this viewt But we 
must also set on the other side the difficulties of such a 
policy. The arguments in favour of this policy rest on the 
questionable assumption that businessmen require an extra 

incentive to carry on their functions ener¬ 
getically. Supposing there is stability o£ 
prices, that does not mean that businessmen would have no 
adequate stimulus. The u.sual ups and downs of individual 
industries will often provide an adequate stimulus. More¬ 
over, such a policy would also mean that the inefficient busi¬ 
nessmen would survive and succeed in the .competitive 
struggle because of tfie profits received from rising prices. 
Pressure upon businessmen wbuld be lacking to induce them 
to exercise their abtlities to the utmost.' There is also the 
danger that tne prospects of large profits will lead to over- 
expansion in the making of capital-goods and to a specula¬ 
tive boom. If this happens, and is likely to happen, then we 
must be prepared for the inevitable depression. It is doubt- 


Dcfccts. 


* Robertson, Money, p. 1S9. 
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ful «Jivhether the balance of advantages lies on the*side^of the 
rising prices when we take into consideration the serious 
loss of wealth and of employment resulting from the depres¬ 
sion. Lastly, there is that uncomfortable question of social 
justice. Periods of rising prices lower the real value of the 
money incomes of the wage-earners, and the investing classes. 
Is it desirable that they should be continually robbed of 
their honest efEorts in order to put the businessmen on their 
mettle? • 

A, stable price-level : The case in favour of a stable 
price-l^vel is very popular among the economists. In the 
first place, such a policy is extremely simple and very easy 
to grasp. In recent times, we have so much experience of 
the evils of instability of prices that to point out the benefits 
of stable prices seems to be superfluous. Secondly, it has 
been argued that such a policy can be supported on broadest 

grounds. Money is a measure of value, and 
Advantages. measures, should be stable in 

value. Just as we Consider it as self-evident that a pound, 
being the measure of weight, should always contain the same 
weight, so money should also measure the same value. 
Thirdly, it is pointed out that trade cycles have always been 
accompanied by large fluctuations in prices. Whatever the 
causes of the trade cycle,—monetary, or non-monetary, it 
seems overwhelmingly probable that stability of prices would 
do away with the more extreme fluctuations in business 
activity. ^ Lastly, such a policy would ensure jUvStice between 
debtors and creditors, and between the wage-earners and the 
employees. • 

It has, sometimes, been said in criticism of this policy 
that a stable price-level would not proVide sufficient incen¬ 
tive to the businessmen. But stability of prices does not 
imply absolute quiescence. ^ There would still be the ups 

and downs of individual industries. Moreover, it does not 

• * * * 

mean absolute stability of prices, ^/^e must allow for a 
margin of tolerance in the movements of prices. Small 
changes on either side of the index-number will, of course,, 
occur. All these would provide sufficient stimulus to the 
'businessmen. 

In spite of the simplicity of such a poliqy, there are 
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several^ difficulties in the way of price-stabilisation. There 
are .many price-levels, the retail price-level, the wholesale 
price-level, etc. If we are to stabilise the value of money, 
we should keep the retail prices stabh?. But this is not 
possible. We do not possess complete data for colistructing 
a satisfactory index-number of retail prices.. There is also 

the difficulty that the quality of the com- 
modities going under the same name 
changes constantly at different dates; and 
that new commodities arc appearing and old ones dropping 
out. Owing to these difficulties, it has been suggested t© 
stabilise a wholesale price index. Such an index-number, 
to be practicable, would consist of a selected list of goods. 
As such, it would be exposed to a real danger. Suppose 
sixty commodities are selected, and their prices are kept 
stable. The prices of other commodities will be allowed to 
fluctuate. Investment in the selected commodities would 
be comparatively safe, as there would be little risks of price- 
instability, but investment in the othet goods will not be 
so safe. Hence the tendency will be for investment to in¬ 
crease in the selected goods, and to decrease in the produc¬ 
tion of other goods. The direction of investment may thus 
be warped. The stability of such an index is thus no 
guarantee of real economic stability. A more fundamental 
criticism is that a policy of stable prices would not guarantee 
the absence of inflatipn or deflation. In a community where* 
large technicak advances are being made, prices should fall 
pari passu with the increase in productivity. But if the 
prices are kept stable, this would" give rise to abnormal 
profits, leadiifg to over-investment and collapse. This 
actually happened‘in'the U.S.A., in the pre-1929 .years. The 
Federal Reserve Board/* kept the prices more or less stable 
during this period. But productivity was increasing rapidly 
in America. The result was abnormal profits, leading to 
the stock exchange bqom and then the collapse. Conversely, ‘ 
prices may remain .stable, and instead of a price-fall there 
^may be a piling up of goods in waijphouses, or reduction in 
output. “It is theoretically conceivable that there might be 
severe depression during which prices remain stable but in' 
which tall the consequences of a price-fall are, reproduced in 
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•their strongest forms.”® Thus stable prices wfluld ensure 
neither stability of employment, nor of consumption., 
“Neutral” money : In view of the defects of stable 
prices, ut has been proposed recently by Mr. Hayck that the 
ideal monetary policy is that ^vhich interferes as little as 
possible with the operation of non-monetary forces. Suppose 
there is no money, and the barter system prevails. Under 

such a barter system ratios of cxcliange 
ncutraP would be established between different 

, goods. 'I’he aim of monetary policy is to 

•see tnat the same ratios of exchange prevail even under 
money. The introduction of money should not “distort” 
the situation that should have obtained under barter. 
Money, in other words, should be neutral in its effects on 
prices. 

This could be secured, according to Mr. Hayck, not by 
stability of prices, but by stability in the quantity of money 
in circulation. If the supply of effective money is kept con¬ 
stant, then there ciln be no distortion of the ‘real’ ratios of 
exchange through changes in the quantity of money. 'The 
price-levH would then vary inversely with productive power. 
If the efficiency of the productive system increases as a result 
of technical inventions, or the discovery of new supplies of 
natural resources, it will lower the /rost of production per 
unit of output. If the quantity of money is kept constant, 

' prices would also fall, and there wouhj not be any inflation 
of the pjrofit margin. If, however, the productivity falls as a 
result of the destruction of wealth due to wars, etc,, then 
prices vyould rise. Changes in population would also lead 
to changes -in prices, an increase in population leading to a 
fall in prices and vice versa. It should be noted that under 
this policy, the Quantity of money would not be kept con¬ 
stant under all circumstances* It only means that the tjuan- 
tity of “effective” money should be kept fixed. The quantity 
of money wquld thus be increased ,when the velocity of 
circulation of money ialls, or when vertical disintegration 
takes place, i.e., the npmber; of stages in the processes oj^ 
4 )roduction increases.^ 

* The Future of Monetary Policy, p. 58. 

* Hayek. PrUes and Production, p. 12^. 
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Tl^ere'is mtich to be said in favour of a price-level* 
varying inversely with productive power. It would mean 

that the creditors and the investing classes 
Price-level vary- would automatically receive a share, in the 
productive power, fruits of progress 111 the form of falling 

prices. Moreover, the wage-earners would 
then secure higher real wages ‘without having recourse to 
perpetual demands for a rise in money wages,—demands 
which, whether or not they involve actual ctoppage of work, 
certainly tend to embitter human relations and to devoij,r the 
energies of constructive leadership.’® 

But such a policy will be faced with most serious practi¬ 
cal difficulties. In order to keep the effective supply of 

money constant, the quantity of money has 
a^poHcy^*^* changed as its velocity of circulation 

is altered, or as the extent of integration 
of businesses is changed. But how is the Central Bank to 
know when and in what degree the velocity of circulation, 
or the extent of integration or disintegration of the firms 
has changed? These practical difficulties are almost an in¬ 
surmountable barrier to the successful carrying ouf of such 
a policy. Another fundamental difficulty arises when we 
consider the case of increasing productivity. Under such a 
policy, prices would fall as cost reductions are effected. This 
pre-supposes conditions free from artificial monopoly prices. 
If some prices are monopoly tontrolled, and are prevented 
from falling, then other prices must fall by greater degree in 
order that average prices should correspond to the average 
costs. These other industries woultf then be subjected to a 
prolonged period of depression. It is essential that the prices 
of all factors must fall in the same proportion as' the prices 
of goods. But to assuiife that wages, rent, or interest could 
be freely adjusted to changes iij prices, fhat, there are no 
problems of fix/yi interest rates, 6f wage reguljitions, would 
be to assume away all the difficulties in the situation. And, 
if the economic system is so highly flexible, any monetary 
{jolicy would be as good as another* 

In view of these conflicting opinions it is very difficult 

* Robertson.. Money, p. 196. 

4 ' 
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•ito^ietermine which is the proper monetary {)olicy. Bjat there 
is unanimity at least on one point: —efforts should be made 
to avoid, as far as possible, the abnormal fluctuations in 
business activity. And so far as monetary activity alone can 
control fhe economic system, the aim should perhaps be 
some stability of prices with suitable adjustments when 
necessary, if any large changes in productivity take place. 



CHAPTER XLVI 


m 

INTERNATIONAL MONETARY FUND* 


c 

International currency proposals : We already know 
that all the countries of the world were cither forced off the 


gold standard or gave it up in self-defence ^during the great 
depression. There ensued a period of unstable excljange 
rates, high tariffs, quotas and depreciating currency. * The • 
volume of international trade began to shrink continuously. 
It was soon recognised that in the post-war period, the recon¬ 
struction of the devastated countries cannot proceed smoothly 
if the trade between the nations is not freed from its present 
shackles. This cannot take place unless the rates of exchange 
between the different countries are kept stable. But a 
return to the gold standard of the pre-war variety with its 
rigid exchange rates was considered inadvisable. That 
standard was too narrow for effective functioning of a rela¬ 
tively inelastic economic system. The new systefn must,, 
therefore, secure to each country a large degree of autonomy 
in the management and regulation of its economic life. As 
the prospects of the end of the war drew nearer, it was felt 
that the problem of international monetary reorganisation 
must be tackled first qf all. T'he question was discussed for 
more than a year by the experts of the U.S.A. and U,.K. At 
first each of the two countries put forth for discussion two 
different Currency Plans,—the Keynts Plan and thQ White 
Plan. As a result of further discussions between she experts, 
another scheme was ‘evolved, and a Conference of the 
representatives of the United Nations was‘held at Bretton 
Woods in the U.S.A. in July, ‘1944. These proposals were 
approved at the confeitnce with some modifications, and had 
been submitted to the,different governments fo,r ratification. 


The Bretton Woods monetary agreement falls into two 


International 
Monetary fund. 


parts. The first dqals with the provisions 
relating to the International ^Monetary- 
Fund. The second concerns the Inter¬ 


national Bank, for Reconstruction. The International Mone- 
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tary Funds is to be set up by those members of the United 
Nations who ratify the agreement. It cannot be put, into 
operation unless the governments, contributing 65 per cent 
of the,total quota„ratify the agreement. It is to be ratified 
by the end of December, 1945. The total resources of the 
Fund will amount to 8800 million dollars, to be subscribed 
by the member countries. The quota of each member has 
been fixed in the agreement. The U.S.A. will coniribute 
2750 million dollars; Great Britain 1300 million dollars; 
the U.S.S.R. 1200 million dollars ; China 550 million dollars ; 

. Frantfe 450 million dollars and India’s share will be 400 
million dollars. Each member is to pay in gold, as a 
minimum, either 25 per cent of its quota, or 10 per cent of 
its net official holding of gold and dollars, whichever is less. 
The balance of its quota is to be paid in its own currency. 
The Fund is to be managed in the following way. There is 
to be a Board of Governors where each member has one 
representative. This Board will decide larger questions of 
policy. The real authority is vested in the Executive Com¬ 
mittee, consisting of 12 members, of whom five will be 
selected* by the U.S.A., U.S.S.R., U.K., China and France. 
The other American republics will elect two Directors. Five 
Directors will be elected by all other countries. The elec¬ 
tion is to take place according to thq sy.stcm of proportional 
representation, each member having 250 votes plus one addi¬ 
tional vote for each part of its quota equivalent to 1,00,000 
dollars. The Executive Committee will appoint the Manag¬ 
ing Director who will be the chief of the operating staff. 
The principal office wiii be in the U.S.A. 

The resources of the Fund are to be utilised to promote 
exchange .stability, to maintain c:tchangc arrangements 
»among the members, to avoid competitive 

Functions. ^ 

exchange cfepreciation, and to eliminate 
foreign exchange* restrictions which hamper the growth of 
world trade.* The main purposes to be followed by the Fund 
are to assist in the esti^blishment of the multi-lateral system 
of payments in respect of cu\Tent transactions, and to facil^- 
^ate the expansion and balanced growth of international 
trade. T^e Fund is not meant to be concerned with the 
international indebtedness arising out of the^ last v;ar, nor 
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with the relief or reconstruction operations. Its main func¬ 
tion will be to promote exchange stability, and to facilitate 
the settlement of international accounts. The following 
provisions have been made to secure exchange stability. At 
the time of adhering to the agreement, each member shall 
determine the par value of its currency eithei^ in terms of 
gold or of the U.S.A. dollar. The par of exchange is to be 
that prevailing on the sixtieth day before the date of the 
first operation of the Fund. Each member vshall conduct all 
exchange transactions on the basis of this par value. To 
that extent, the agreement will promote exchange stability. 
But unlike the gold standard, this par of exchange can be 
altered when circumstances necessitate such a step. The 
plan provides machinery for changing the par value of a 
currency. Each member can change the par value of its 
currency by 10 per cent after consulting the authorities of 

the Fund. The latter will have no right to 
When can ex- raise any objection. If this change does 
charged? iiot remedy the situation, the member may 

then propose further changes in its rates of 
exchange to the authorities of the Fund. The latter may 
either concur, or object but it must declare its opinion 
within 72 hours, if the proposed alteration does not exceed 
10 per cent of the initial par value. Further changes can be 
made with the permission of the Fund which must concur 
“if it is satisfied that the change is necessary to correct a 
fundamental disequilibrium.’' Thus the provisions of the 
Fund will guarantee reasonable stability of exchange rates, 
while providing a suitable machineiy for bringing about 
orderly and agreed changes in the rate when the fundamental 
economic conditions undergo a change. c 

Another important'*function of the Fund will be to pro¬ 
mote the settlement of intemafcional accounts. A country 


The Fund and 
the debtor country. 


may be faced with an unfavourable balance 
of accounts, and it may find it difficult to 
secure the currency o,f the creditor country 


to settle its balance. Faced with, such a situation, the country 


may be forced to restrict foreign exchange dealings, and tc 


control its foreign trade. To solve this difficulty, the follow¬ 


ing provisions have been made. The member .will have the 
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, right to buy from the Fund the requisite £oreigi> currency of 
the creditor country in exchange of its own currency,* to meet 
the deficit in the balance of accounts. Tlicre are, of course, 
certain conditions^. First, the member cannot jmrehase 
foreign 'currency from the Fund beyond 25 per cent of its 
•quota within a period of 12 months. Secondly, the aggregate 
of such purchases cannot exceed 125 per cent of its (]uota. 
These limitations may be relaxed in extreme cases. Thus 
these provisions will enable a debtor country to tide over 
temporary disequilibrium in its balance of accounts. Rut in 
.ordef*to discourage frequent recourse to the Fund for this 
purpose, and to discourage continuing unbalanced accounts, 
there is a provision for the levy of a scale of fees by the Fund 
on a member country if the Fund’s holding of its currency 
exceeds its quota. In order to avoid the payment of these 
fees, the country concerned will have to take necessary 
measures to check the growth of its debit balance beyond a 
certain size. 

The Fund will, therefore, help a country to meet a 
temporary deficit in the balance of international accounts by 
, selling the requisite foreign currency to it. 

The fund and the Fund may not possess such a 

creditor country. < i 

currency in sufficient quantities. 'Fins may 
ensue in the case of a creditor country like the U.S.A., which 
may go on piling up abnormally large surplus balances in 
current account. The authqrities of the Fund may then 
take steps to borrow that currency from that country, or 
from arfy other source (of course with the permission of that 
country); or they may require that country to sell its currency 
to them in exchange for gold. Should these steps prove 
insufficient^ they may issue a report, setting forth the causes 
of scarcity of sur^ a currency, and submit recommendations 
designed to bring it to an end. They may make provisions 
for rationing * supplies of .the scarce currency, and permit 
the other members to impose I’estric.tions on 'payments in that 
currency. These steps may induce the creditor country to be 
more reasonable, and to make its currency available to others. 
^ These are the permanent provisions bf the Fund! 
Certain afrangements have also been made to cover the 
transition period which may last from 3 to 5 years, puring 
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the transition period, a member country may be allowed |o . 
retain exchange restrictions, or discriminatory currency 
arrangements, etc. After the transition period is over, such 
restrictions are to be given up. ^ 

The International Monetary Fund plan has thus been 
resigned to give a reasonable degree of stability to the’ 

exchange rates without making the parity 
in \he plan absolutely rigid. To that extent it is an 

improvement upon tlic pre-war gold stan¬ 
dard. What place has been allotted to gold in the proposals? 
Though the Fund is not like gold standard, gold still n5tains. 
a prominent place in the scheme. The proposals are not 
designed to supplant gold altogether. The quota of each 
member is to be subscribed in gold to the extent of 25 per 
cent or 10 per cent of its net holding of gold and dollar. 
The initial parity is to be expressed in terms of gold as a 
common denominator, or in terms of the U.S. dollar. 
Thirdly, when the Fund is unable to secure sufficient quanti¬ 
ties of a .scarce currency it may buy it by the offer of gold. 
Thus the status of gold as the ultimate means of international 
payments is clearly recognised by this provision, and similar 
other provisions, riius gold still occupies a predominant 
position, though it is no longer the King, and has been 
robbed of all jDOwers of mischief. Though the rates of 
exchange are to be expressed in terms of gold, such rates arc 
flexible, and can be altered frqm time to time. By creating 
a pool of national currencies, the Fund will provide a good 
substitute for gold for settling the ordinary balances between 
nations. *. 

The second part provides for the establishment of the 
International Bank ftn' Reconstruction and Deyelopment. 

The need for such a Banl( arose from the 

The International aimoGt all the Countries have been 

Rank. 

ravaged by the Var, and will require large 
quantities of capital for reconsftruction and development. It 
is therefore essential that capital should flow from the rich 
countries to the capital-poor countries. It is clear that only 
fhe U.S.A. will be in a position to su'pply the needed capita^. 
But the American investor has incurred so much loss in the 
inter-war years on its foreign investments that he may not 
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,be willing to invest any more in foreign l^nds., The Bank 
is expected to solve this difficulty. The bank’s cliief function 
will be to guarantee loans made by private investors’ It 
will not itself grant loans; it will only guarantee a lender 
against* the risks of default. Thus the Bank will make it 
possible for a foreign country to bon ow at reasonable rates of 
interest. The* authorised capital of the Bank will be 10,000 
million dollars, divided into 1,00,000 shares to be subscribed 
by the members. Twenty per cent of the sub.'.cription shall 
be paid, or subject to call as needed by the Bank for its 
operations. The remaining 80 per cent will be called up as 
needed. Two per cent of the subscriptions shall lie payable 
in gold or U. S. dollars. The objectives of Bank are to pro¬ 
vide capital for the economic reconstruction of the countries ; 
to strengthen their monetary and credit structures by 
redistributing the world supply, etc. The business of the 
Bank will be concluded exclusively with governments or their 
agencies. All loans that the Bank guarantees must fulfil the 
following conditions: the payment of interest and principle 
must be guaranteed by the government of the borrowing 
member puntry ; the Bank must be compensated for the risk 
it assumes, etc. 

The Bank will make possible a resumption of inter¬ 
national lending on sufficient scales to meet the needs of 
reconstruction. It can play a vital rOle in the right condi- 
^tions. Its success will depend on the readiness of the creditor 
countries, chiefly the U.S.A. to accept payment of the services 
on their loans in goods or services. 



CHAPTER XLVII 


THE NATURE OF PUBLIC FINANCE 

Public finance is that branch of economics which deals- 
with the income and expenditure of the public authorities^ 
including all types of governmental organisations and local 
bodies. The importance of the study of public finance is 
increasing now-a-days on account of the continuous groji’th in 
the activities of the government. Modern governments are 
no longer content with serving as mere police states. They 
have extended the sphere of their activities, and have under¬ 
taken the function of maintaining full employment in the 
country, and of introducing various schemes of social insur¬ 
ance for the industrial workers and the general population. 
They construct roads, warehouses, airports, irrigation canals, 
railways etc. They have set up and are maintaining schools,, 
colleges, hospitals etc. 'I'hey are undertaking the production 
and supply of water, gas and electricity. As a result, the 
expenditure of every government has increased, so that it 
now absorbs a large part of the national income. The acti¬ 
vities of the government now affect the level of income, 
employment and output to a greater extent than before. 

With this vast increase in the incomes and expenditures 
of the government an* important change has been introduced ’ 
in the study of public finance. The various aspects of the 
finances of tlie government are now studied with reference to 
their effects upon the production and distribution of the 
national income as ,a whole, and upon the volume of employ¬ 
ment and direction of the productive resources. Less empha¬ 
sis is now being paid to the sej^arate treatment of the taxes 
and the expenditure of the government than, was done in 
previous studier.'of public finance. . 

Public and private finance compared : In broad outline,. 
;he principles which govern privatfc and public finance 
ire more or less similar. But there are also important differ¬ 
ences. The most fundamental difference that is usually stated ., 
is that while in the case of individuals, their expenditure is 
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•determined by their income, the public authorities adjust 
their income to their expenditure. Thus the individual, cuts 
his coat according to his cloth ; the state first decides the si/e 
of the goat, and then sets about gathering the necessary cloth. 
But this ns putting the difference in much too an extreme 
form. There are occasions when the individual tries to adjust, 
his income to his expenditure. He may decide to marry, and 
may put forth increased efforts to earn a larger income in 
order to meet the increased expenditure of a married life. 
Similarly, the government may have, like an individual, to 
^adjusl^-its expenditure to income. During depressions, when 
revenues fall off, a government may be forced to retrench 
its expenditure so as to keep it within the limits of its pos¬ 
sible revenue. Thus the difference should not be exaggerat¬ 
ed. But it remains true that there is some difference. It will 
be more apparent when we consider the ways in whicli an 
individual tries to balance his budget. If it became aliso- 
lutely essential for an individual to incur additional expen¬ 
diture in a year, he might meet it in two ways:—by trying 
to earn extra sums of money, or by borrowing from others. 
The public authorities wdll also adopt any or perhaps both 
of these two methods. But here a difference arises. The 
government may borrow from outsiders from a different 
country); or from itself {i.e., from its own membens), or it 
may print more paper notes. But an individual can only 
•borrow from outsiders. He cannot borrow from himself, 
nor can he make his own I.O.U.'s legal tender. 

There is another difference between private and public 
expenditure. Ordinarit/, an individual will distribute his 
income on different items of expenditure in such a way as to 
obtain equal mai^inal utilities from each. Of course this is 
seldom done in a-perfect way. The ideal for public expendi¬ 
ture should also be the sarne." But in case of the state, this 
ideal is seldom realised in practice. Owing to the existence 
•of sentiment, or special interests, the government is often 
forced to spend money for worthless purpo.ses. This tendency 
is very strong in young democracies, or where communal and, 
racial feelings are high. But one point must be noted in 
^f^YOur of public expenditure. In strict theory, the individual 
is assumed to distribute his income on present or future needs 

34 
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in such a way aS to get equi-marginal utilities from bolh. - 
But .people discount the future at a high rate, and make 
inadequate provisions for the future. The state, however, 
does not discount the future at such a mte, and makes (or 
shall we say—^should make) better provisions for the future 
than is done by the individuals. 

Another important distinction lies in the fact that for 
the individual, it is desirable that he should strive to keep 
his expenditure within the limits of his inc/)me. But for the 
state an increase of expenditure may frequently increase the 
total national income, and improve the fiscal position'of the, 
state. The effects of state expenditure on production, em¬ 
ployment and income are not similar to those of private 
expenditure. The success or failure of the fiscal policy of 
the state is to be determined by noting the effect of public 
expenditure upon the aggregate national income and 
employment. 

Aims of public finance : What are the principles that 
should guide the levy of taxes and government expenditure? 
Different writers at different periods have suggested a num¬ 
ber of principles. We propose to discuss some of them in 
the following paragraphs. 

The principle of minimum expenditure: Not long 
ago it was the acceptefj rule that the best way to deal with 
the problems of public finance was to lay down this golden 
rule that the governinent should tax and spend as little as. 
possible. This idea derived its justification from two strands 
of thought. One was the pervading spirit of indiviiiualism. 
Just as the best of all government 'was regarded to be zero 
government, so the best public finance was zero revenue and 
expenditure. The gbvernment was to interfere, as little as 
possible with the liberty as well as the purse of the indivi- 
duaL Another idea was that'^the government spent money 
mainly for unproductive purposes, whife the individuals 
spent it for productive purposes. Hence in^ the words of 
Gladstone, money should be left to .fructify in the pockets' 
tof the individual. ► 

But it is a wrong principle which would cut public esr- 
penditure to the bone. Taxes are not necessarily evil thingsN 
There are many taxes which perform socially justifiable 



THE NATURE OF PUBLIC FINANCE 


531 


functions. A tax on alcohol checks consutftptiorf of Jiqiiors 
and thus does some positive good. A tax on imports which 
leads to the successful development of a home industry adds to 
the national divideivl. Moreover, it is cpiite possible that the 
government would spend money for better purposes than the 
individual. Hie latter would have spent the money on (say) 
the race-course, while the gos ernment would spend it on the 
education of the poor. Public expenditure often increases the 
productive elficieijcy of the country. This does not mean 
that all public expenditure is a positive good. There arc 
some i^riters who go to this extreme, and advocate an indis¬ 
criminate extension of the public expenditure. This is also 
not good. There are many taxes which do positive harm to 
the national income of the country. A highly steep income 
tax and death duty, for example, would check savings and 
curtail production. Similarly, all public expenditure is not 
good. Expenditure on unnecessary wars, for example, is 
clearly a waste. 

The principle 6f maximum advantage: Another prin¬ 
ciple is that the government should conduct its finances in 
such a way as to secure the maximum social advantage. By 
taxation or by incurring debts, a government obtains its 
revenue and by a series of expenditure, this income is gradu¬ 
ally disbursed. Thus there is a continual transfer of wealth 
from one set of persons to another and ‘changes take place 
in the amount and in the nature of wealt|i which is produced.’ 
If the transfers and changes, on the whole, bring about 
maximum social advantages including the full utilisation 
of all respurces they are justified. 

In considering whether the maximum social advantage 
is secured in.a community or not, the foTlowing points should 
be taken into coiBidcration. First of all, the character and 
composition of public expenditure should be considered. 
Some expenditure may be htfavy, but if they Bfg of the nature 
‘of capital investments, the ultimate welfare may outweigh the 
present burden. Other, expenditures may not be heavy but 
may be quite unremuner^tive. Jf such expenditure, however, - 
is.^ incurred^ for preserving the community from external 
attacks and internal disorder, it is strictly justified from the 
standpoint of total welfare, though^ not from the point of 
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economic v^elfare. Secondly, the nature and methods of Ahe 
taxing system employed are important. The same amount 
of revenue may be obtained through different methods of 
taxation, yet the burden of taxation under one method may 
be lighter than that under other methods. Thirdly, the 
ultimate effect of taxation on the productive powers of the 
community is important. If the tax system reacts on the 
will to save and on the power to save unfavourably, then 
clearly such a system is unjustifiable. ^ 

The principle of full employment : It is now being 
increasingly recognised in recent times that public \inance 
should be managed in such a way as to establish and maintain 
full employment in the community. The rates of taxes and 
of public expenditure should be so fixed, at different levels 
of economic activity, that these will stimulate both public 
and private investment as well as mass consumption and so 
provide an effective demand sufficient to absorb all available 
labour into employment.^ In any case, this policy involves 
large government expenditure designed to stabilise income 
and employment at a very high level. Often this principle 
is combined with some other aims like the provision of 
adequate social security for all persons, and the redistribu¬ 
tion of incomes from the richer to the poorer classes. 


__ \ 

» See the excellent statement by Dr. Schumacher in The Economics of 
Full Employment. 



CHAPTER XLVIII 

THF ROLE OF PUBLIC EXPENDITURE 

In the finances of the government, expenditure, and not 
income, is the governing factor, and hence it is pro[)er that 
we start with th^ discussion of the nature and effects of 
publia,expenditure. In order to understand tlie nature of 
public expenditure, it is necessary to classify the various 
items of expenditure in some logical manner. 

Classification of public expenditure : Public expendi' 
ture has been classified in many ways. In fact, each writer 
has his own classification. Certain classifications arc com¬ 
paratively easy, such as those between national and local 
expenditure ; federal, state and local expenditure, or those 
between productive* and unproductive expenditure. When 
a country has a unitary system of government, the major 
portion of its public expenditure is incurred by its central 
government, while the various local bodies also spend their 
revenues on such things as the local water supply, lightening, 
schools, roads and bridges etc. In a federation, the federal 
government spends its revenues on such common subjects 
^s defence, posts and telegraphs, diplomatic services etc.; 
while the states have also their separate treasuries and spend 
money ofi such services as police, jails, education, etc. In 
addition, local bodies incur some expenditure on purely 
local service^. This distinction may be important from the 
constitutional and administrative purposes. But it is not of 
much significance; in a theoretical study of public finance. 

The same thing may be^sa'^d of the other classification,— 
that between *pro*ductive ancj unproductiye expenditure. 
•Productive expenditure was supposed, to consist of those 
Items which yielded some definite monetary return, while all^ 
others were regarded as ynproductive. There are, however,* 
certain items of expenditure, (for example, those incurred 
on education, public health etc.) that do not yield any 
immediate moijetary return,, hut do^ ultimately .increase the 
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productive 'efficiency of the people. This classification is qlso* 
uni Important. 

The most significant classification is that made by Prof. 
Pigou between transfer expenditure and real expenditure. 
When a government spends money in paying the Salaries of 
the postmen, or of the police, it is using the services of those 
people ; whereas if it pays out money to the people who are 
unemployed, or to the refugees, this payment is not made in 
return for any service. The second typer of expenditure is 
known as transfer expenditure ; and the first is called real 
expenditure. Transfer expenditure does not involve the 
using up of any services and is not incurred to pay for some 
services. Hence it is not regarded as a part of the national 
income of the country. 

Pkiblic expenditure and national income ! The effects 
of public expenditure upon the national economy may be 
studied from two stand|3oints ; effects on the volume of the 
national income and effects upon the distribution of income.^ 

The effects of public expenditure on the level of the 
national income will depend on the manner in.which it 
influences the level of employment and output. When 
factors of production are idle, as during a depression, the 
expenditure of the government may provide employment to 
these idle factors and may, therefore, increase the national 
income. The public expenditure both on consumption and 
investment forrns a substantial part of the total spending of 
the community, and when other items of total ‘spending 
are deficient in maintaining full employment, public 
expenditure may be utilised as a balancing faetpr, and may 
be increased so aS to stabilise the aggregate l^vel of total 
spending in the community. • 

Public expenditure may alsQ affect the volume of output 
in another way,. It ‘may infl,uei1ce the siippfy of enterprise 
either in a good or adverse manner. It may, for example/ 
discourage risk-taking, and so affect, the volume of private 
t investment. There are also certaii\ types of public expendi¬ 
ture which may add to, or diminish the produefiye efficiency 


IV}r a further discussion, sec Ch. 
‘ ) 


uv. 
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o&the people. Much expenditure by the state, m^ant for 
fostering the youth, whether through education, or tln;ough 
the supply of free tiffin during school hours, or through the 
provisipn of cheap Jiouses, is likely to result in increased effi¬ 
ciency. 6ome types of public expenditure may also affect 
the propensity to consume on the part of different classes of 
people, and so influence the volume of employment and out¬ 
put. In so far as the public expenditure confers greater 
benefits on the pgorer sections of the community, and less on 
the rich, it increases the average propensity to consume and 
ifio raijfcs the level of employment. 

Effect of public expenditure on distribution : In many 
places of our book it has been argued that a less degree of 
inequality than that existing at present is desirable from 
the point of maximum satisfaction. The question is how 
far public expenditure reduces this inequality. Two broad 
divisions as regards expenditure may be made, viz., expendi¬ 
ture which benefits individuals, and expenditure which 
benefits the society*at large. 

As regards the first class of expenditure there are many 
items which involve a direct transfer of wealth to the poor. 
Taxing of incomes at progressive rates and paying old age 
pensions to the poor mean such a direct transfer. Direct 
transfers of money are, however, rare. The more usual 
method of transfer is by the provision of free goods and 
‘services to the poorer classes, *e.g., free? medical service, free 
education, etc. Here also the effect is the same, the poor 
gain at the cost of the rich. Inequality declines and total 
satisfaction increases. 

Expenditures which benefit all members of the country 
in a locality, as fgr instance, good roads, or free water supply 
to a town, affect the distribution of wealth no doubt, but it 
is very difficult to trace its effects and to allocate its incidence 
upon differeilt persons. * *• 

* But the great drawback of attempting a redistribution 
of wealth by public expenditure is that it may reduce saving 
first, of those who are taxed, and secondly, of those who 
receive the benefits of such expenditure. If there is a reduc¬ 
tion of saving rherc will be less to distribute ip the future. 
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As regards the effects of expenditure the Colwyn Committee* 
held, “its effect on production seems to be in conflict with 
that on distribution. But upto a certain point this is not the 
case. The difficulty is to know where the balance should be 
struck’’.'^ The principle of maximum social advantage 
should be kept in view and all expenditure should be judged 
from that standpoint. 


* Ctlwyn Committee Report, p. 105 
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SOURCES OF PUBLIC INCOME 

Sources of public income : The revenue of a govern¬ 
ment may be derived from taxes and from sources other than 
taxation. These non-tax sources may be fiirtlicr classified as 
follows:— (a) fees, (b) prices, (c) special assessments, and 
,(d) fifties and penalties. Some revenue may be derived from 
voluntary gifts, but these are negligible. 

A tax is a compulsory contribution levied on the wealth 
of an individual by the government of a country without 
reference to any benefit. A tax is, therefore, a compulsory 
payment, and as we shall see herein it differs from price. 
The second feature is that the tax must be paid whether 
the individual derives any special benefit or not. “The 
essence of a tax, af> distinguished from other charges by the 
government, is the absence of a direct quid pro quo between 
the tax*payer and the public authority.” A rich person 
cannot claim that he would not pay taxes to support the 
public schools because he has no children. A tax is paid 
for the general or common benefits conferred by the gov¬ 
ernment on all tax-payers. There is no question that the 
taxes should only be paid ,in proportion to the benefit 
enjoyed by the tax-payer. 

A Jee is a payment levied by the government in respect 
of services performed for the benefit of the individuals. 'Fhe 
services arf usually undertaken for the purpose of control 
and regulation. It differs from a tax in that it is a payment 
made for a special benefit enjoyed by the payer, whereas a 
tax is paid for common benefits. The amount of the fee 
should be eqlial to the cost of rendering the service. That 
is, the paynfent made is usually proportioftAl to the special 
benefit. In actual practice, fees exceed the cost of service. 

A ‘*price’* means the revenues derived by the govern¬ 
ment from, the sale of services and goods. The government 
sometimes conducts many business like an ordinary business¬ 
man, and the revenue derived from the sale of such 
* ‘ • . • I ‘ 
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commercial, concfrns is regarded as price. The government* 
sells timber from its forests, salt from its factories. A price, 
unlike a tax, is not a compulsory payment. If I do not buy 
post cards, or do not travel in railways^ I am not pbliged 
to pay anything to the government. Those who do not 
avail themselves of these goods and services escape payment- 
The price is also paid in return for some special benefit 
enjoyed. The service for which a fee is paid is considered 
more im[)ortant for the public than that for which a ‘price’’ 
is paid. I'he element of public purpose is more prominent 
ill the case of fees than in the case of prices. •' 

'Special assessment’ is a payment made by the owners- 
of real property in respect %f any improvement made to their 
property by the public authority. When the Improvement 
Trust opens out a park in a locality, the owners of adjoining 
sites are benefited by the improvement as the value of lands 
rises. If the Trust levies taxes on these owners determined 
with reference to the benefit enjoyed by the owners i.e., 
increases in land values, it will be “a special assessment.’” 
The payment is made for, and in proportion to the special 
benefit. Here it must be noted that the improvement must 
be in pursuance of a public purpose. 

It is not always easy to make clear-cut distinction 
between these different sources of public income. Fees and 
prices are often found indistinguishable from taxes. When¬ 
ever the government levies fees at rates higher than the cost 
of providing the,services, the levy pertakes of the character 
of taxes. The court fees have been utilised in India to 
some extent for the purpose of taxing succession to property. 
In case of a pul^ic enterprise, the government n\ay exercise 
its monopoly power ii\ such a way as to raise the price much 
above what would have been charged under competitive 
conditions. The French* government utilised its monopoly 
over tobacco production in sucb a way ‘as to contribute 
substantially to'the treasury. ‘In these cases, pHces chained 
by the state pertake of the character of taxes. ' Hence it has 
been rightly said that taxes, fees and prices shade into each 

*-u * * 

other. V 



CHAPTER L 


PRINCIPLES OF TAXATION 

The decision to levy any tax is not a simple one. The 
authorities have to take a large number o£ points into consi¬ 
deration. They have, .first of all, to pay attention to some 
practical considerations like the justice of the proposed tax 
.structure, the cost of administration and tlie convenience of 
the taxpayers. Some of these practical considerations have 
been embodied by Adam Smith into a number of canons. 
Secondly, the authorities have to keep in mind the principles 
on which the taxes are to be based. For example, is the tax 
burden to be distributed on the basis of benefits received, 
or on the basis of the ability-to-pay, or so as to impose the 
last aggregate sacrifice on the community? Finally, they 
have to decide the rate structure to be followed in levying 
particular taxes. Is the tax to be levied on proportional, 
progressive or regressive basis? All these considerations are 
not, of course, separate; they are, to a large extent, related 
to one another. For example, if the proposed tax structure 
is to ensure justice, it may have to be based on the ability- 
to-pay principle. The latter, in itS turn, leads inevitably 
to a progressive rate structure. In the subsequent sections 
we propose to discuss these points orie by one. 

Adam Smith’s canons of taxation : Adam Smith, the 
father of modern Political Economy, laid down certain 
canons regarding taxation, and any book of Economics would 
be incomfjlete without enumerating ijnd examining them. 

(1) Canon ^of Ability or Equality .—"The subjects of 
every state ought to contribute towards the support of the 
government las nearly asT possible in proportion to their 
respective abilities; that is,' in proportion* to the revenue 
which they Respectively enjoy under the protection of the 
state.” 

» By this canon AdSm Smith implied that the criterion 
of payment of taxes should be that the ability to pay, or 
the sacrifice caused by the taxation, would be e^ual for 
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everybody. .Obviously a rich man is able to pay taxes in. a * 
higher ratio than his poorer brethren. Hence the system of 
taxatmn should be progressive. But there is no unanimity 
among economists as regards the interpretation pf this 
canon. Some maintain that Adam Smith implied* that the 
tax system should be progressive and they quote approvingly 
Adam Smith in another part of his Wealth of 'Nations where 
he considered it to be “not very unreasonable that the rich 
should contribute to the public expenses not only in propor¬ 
tion to the revenues, but something more than in propor¬ 
tion.” But others would lay stress on the word ‘propeVtion’. 
used by him in the original canon. 

(2) Canon of Certainty .—“The tax which each indivi¬ 
dual is bound to pay ought to be certain and not arbitrary. 
The time of payment, the quantity to be paid ought all to 
be clear and plain to the contributor and to every other 
person.” 

The man paying the tax should know the exact amount 
which he is to pay during the year so that he may adjust 
his expenditure to his income after the payment of taxes. 

I’he state ought also to be certain about the amount of 
tax it is going to obtain, so that its budget may be balanced. 

(3) Canon of Convenience .—“Every tax ought to be 
levied at the time or in the manner in which it is most likely 
to be convenient for the contributor to pay it.” 

This is a rule of obvious importance. If it is violated 
there will be unnecessary hardship on the part of the tax¬ 
payer. Hence the tax on agricultural land should be 
collected after the harvesting time. * 

(4) Canon of Economy .—“Every tax ought^ to be so 
contrived as both to t^ke out and to keep out of tjhe pockets 
of people as little as possible over and above what it brings 
into the public treasury 'of th« State.” 

This canon, accosding to Ad^m Smith, m'feans that the 
cost of collection* should be kept as low as possible. The 
cost of collection should be minimum consistent with admi- 
nistrativc efficiency. If the major portion of a particular tax 
is consumed in collecting the tax,* there cannot be any 
justification for it. On this ground taxing of incomes 
below a particular sum is not attempted in any country. 
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• An «cammation of the canons : First of all, a distinc* 
tion should be made between the first canon and the r^st of 
the three. The first canon is concerned with the principle 
of taxation, whil<i the others are concerned with mere 
administrative rules of taxation. 

As regards the principle of equality or ability, it may 
be pointed out that the canon is vague and ambiguous. It 
is not based on any one distinct principle. It is based partly 
on ethical and partly* on economic considerations. It is 
ethical because it refers to justice in taxation ; it is cco- 
•nomic because it is based on the economic capacity of the 
tax-payer, i.e., the revenue which he enjoys under the pro¬ 
tection of the state. The canon is vague because there is no 
fixed standard by which to measure ability. It still remains 
to be decided whether property, revenue or net revenue is 
the measure of ability. Further, ability has sometimes been 
construed to mean equality of sacrifice. But this introduces 
complications. In accepting this meaning, we pass from an 
objective standard *to a subjective or psychological standard. 
Again,* the principle is ambiguous because it does not 
definitely lay down whether the principle of jiro port ion or 
progression is to be accepted. 

The principles of certainty and convenience, though 
fundamentally sound, are of comparatively little importance 
now-a-days. Any tax system is not worthy of the name, if 
these principles are overlooked ; yet* these principles pale 
into insignificance in comparison with other principles which 
Adam Smith could have included, but which he did not. 
Produ(ftivity and elasticity of the tax system are of higher 

importance than these two. 

% 

Lastly, the. canon of economy is given a wider signi¬ 
ficance now-a-days than that •'given by Adam Smith. Adam 
Smith mainly meant by ‘economy’ that the cost of collection 
should be ve*ry low. A tax system might be' economical from 
the point of "collection, but it may have a disastrous effect 
from the standpoint of national economy as a whole. ’’4 
very steeply graduated income-tax would satisfy this canon 
as it could be collected with a very small expenditure of 
money. But it would not be economical from the broader 
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national standpoint as its ultimate effect will be a shrinkage 
of the national dividend. A tax system should be eco¬ 
nomical not only from the standpoint of the present, but it 
should be so contrived that it might proye economicgil even 
in the future. In other words, the tax should be equitable 
as not to press too heavily on the rich, for thereby the growth 
of capital is asserted. Thus the principle of economy is 
ultimately bound up witli the principle of equity in taxa¬ 
tion (more of this later in the chapter). , 

Two more canons, viz., productivity and elasticity 
formulated by later writers should be considered in this* 

connection. Taxes should be productive. 

^ The foremost consideration of a practical 
financier is to get sufficient funds for the state. He naturally 
judges of the merits of a tax by the amount of its yield. 
Therefore that kind of tax is the best which ensures an auto¬ 
matic increase of revenue with the increase in the number 
of population and its incomes. A tax on commodities fulfils 
this requirement. As population increases, more commo¬ 
dities are consumed and the tax yields larger and- larger 
revenues. 

Another important canon of the tax system is that it 
should be elastic. The tax should increase or decrease ac¬ 
cording to the needs of .the state and according to the length 

of the tax-payers' purse. Otherwise it 
Elasticity. would Cause hardship to the people. Elasti¬ 

city is indeed no new principle, but a combination of the 
canons of productivity and economy. Flexibility is a 
highly desirable quality of a tax system and no practical 
financier can overlook its importance in the selection of 
taxes. ' • 


Principles of Xa^uition . . 

• « * 

Many thcorits have been J)ut forward to gtiide the way 

in which the state should raise its revenue from citizens. 

Im this section, we shall examine the more important of the 

theories one by one. ' * . % 

\ 

(a) Benefit theory : According to this theory, the tax 

should .be proportional to the benefit enjqyed by each 

I ’ . * t 
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•individual under the protection of the state. • l’he*niorp ])cne- 
fit an individual enjoys from the acti\'ities of tlie governnjent, 
the more taxes he should pay toAvards meeting the expenses 
of conducting thes^: activities, "rhere are some services 
Avhich afford special benefit to individuals and otliers which 
confer general benefit on all. Cohn based his classification 
of public expenditure on this broad division. 'The benefit 
theory of taxation follows from an extremely indi\iiliialistic 
notion of state fipictions. 

;^ut this theory is clearly inadefjnate as a princi])le of 
taxation. A tax, we know, is a payment made for the 
common benefits rendered by the slate. 'I'hc benefit to 
each individual cannot be measured separately. For example, 
how can we measure the benefit that we rccci\'e from the 
army and the police, or from a sound judicial system? 
The amount of tax that we pay bears no relation to the 
benefit that we enjoy, if it did, it would cease to be a tax. 
Moreover, according to this theory, the poor should pay more 
tax than the rich, for they enjoy more benefits from govern¬ 
mental activities than the latter. Clearly, this is ab.surd. But 
this theofy may be justified from one stand[)oint, viz., ‘if the 
relation to the state of citizens C 7 i masse, rather tlian the 
individual tax-payer be considered, there is a sense in which 
the aggregate of taxes represents payment for the aggregate of 
collective benefits rendered by the state. 

(b) The cost of service principle :• More individualistic 
in outlook is the cost of service principle. This theory states 
that taxes are levied for^meeting the actual costs undergone 
for rendering services by the states. This principle can, of 
course, be Applied in determining postal, rates and railway 
rates where*railways are state-owned and in .some other cases 
where specific services are rendered. But with regard to the 
major portion.of the taxes,‘the theory js clearly inadequate. 
, The cost of sorvices rendered to all subjects *1*1 common can¬ 
not be apportioned to each individual &s it is not capable of 
determination. FurtheV, under this principle, the receiver oi 
old-age pensions should feturrf not only the pension but alstf 
:some part oi the charge of the cost of administration of the 


* Lutz. ^PubliQ Finance, p. 295. 
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scheme. Ttiis is clearly absurd. Hence the theory has been' 
abandoned long ago. 

(c) The “ability to pay” theory : According to this 
theory everybody should pay taxes to meet the expenses of 
the state in accordance with his ability to pay. Government 
is a common enterprise carried on for the good of all. There¬ 
fore, all should support it upto the limit of their capacities. 

That this theory conforms to our ideas of justice is clear. 
The trouble comes with the definition of “ability to pay." 
What measures the ability of an individual? Previously, it 
was thought that the ownership of property was a good 
measure of ability. Those who possessed more property 

should pay more. But soon it came to be 
pay at)ihty to property was not a good test of 

ability. T'here are many people who 
possess a large income, but have no property. A man may 
earn a large income by means of his labour; he may spend 
lavishly without amassing any property. A surgeon, for 
example, may earn a very large income by dint of his skill, 
but he may not possess any property worth the name. His 
ability to pay is large, but he would escape taxation if only 
property is taxed. 

Later, it was asserted that expenditure was a better test 
of ability. Those who spend more can, it was assumed, afford 
to pay more taxes. So a tax on personal expenditures would, 
it was thought, satisfv the principle of ability. But because 
a man has to spend more did not mean that he has a greater 
capacity to pay taxes. A person with more dependants would 
have to spend more money than another who had no^depend- 
ants at all. Clearly, the ability-to-pay of the first individual 
is less than that ot the latter. But according to this inter¬ 
pretation, the first maq would be called on to pay higher 
taxes. This is not justifiable.*“ 


Taking all things into consideration the income earned 
by an individual was the best index of ability. Hence in 


■■ Other tests be- 
'Sidcs income. 


modern tax systems, efforts are made to 
impose greater burdens on the higher 
income-holders and less on the lower-income 


groups. Even then money income is not a completely 
satisfactory test of ability. Two persons might have the 
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s^e money income; yet their ability td pay'taxoR might 
be different. They may have different obligations. • One 
may be a bachelor, while the other may have to provide 
for a targe family.* The attempt to tax them at equal rates 
is not justifiable. Secondly, an individual’s income may be 
derived from property ; while that of the second may be 
the result of his labour. The latter, having no property, 
will have to save a portion of his income to provide for the 
future, which the former need not do. Iheir ability to 
pay is thus different. 

Lord Stamp says that in order to find the true criterion 
of ability, we have to take the following factors into con¬ 
sideration, besides, of course, the money income of the 
individuals. First, the period of time during which the 
income was earned should be considered. It is the usual 
practice in all countries to levy the income-tax on incomes 
earned during the previous year. That is, income earned 
during 1947 is taxed during 1948. But in 1948, the business¬ 
man may run into heavy losses, and it will be difficult for 
him to pay income-tax on last year’s profits. Hence in order 
to conform to the principle of ability, incomes should be 
taxed currently during the period in which they are earned. 
This is the basis of the argument in favour of “Pay-as-you- 
earn” system of income taxation. Secondly, from the income 
we should exclude the depreciation charge for the rcjilace- 
ment of capital. A third consideration* is whether the income 
was deirtved from property, or from personal efforts ; inibinc 
from property or unearned incomes should be taxed at a 
higher* rate than the labour incomes or earned incomes. 
Fourthly, the size of the family shoyld* also be taken into 
account; an indyividual having a large family should be asked 
to pay less than another with no or a smaller family. Lastly, 
whether the'incbme contains any surplus or not is also a 
relevant faefor. All these are recognised in* modern income 
tax laws. * *, 

Ability to-pay an^ the • theory of sacrifice : Another 
Interpretation of “ability” runs on the lines of sacrifice. It 
assumes that the payment of taxes inflicts a sacrifice on the 
tax-payej. The sacrifice is measured by the ^amount of 

,35 
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satisfaction that must be given up through the payment bf 
taxes: Two schemes of distributing the sacrifice have been 
formulated,—the principle of equality of sacrifice, and the 
principle of minimum or least aggregateT sacrifice. 

The Principle of Equality of Sacrifice states that taxes 
should be so imposed that the sacrifice made by each tax¬ 
payer should be equal. This principle, therefore, makes for 
the progressive system of taxation. But the main difficulty of 
this principle is that it is not possible to calculate the subjec¬ 
tive loss undergone by an individual on account of the 
payment of taxes. 

According to the Principle of the Least Aggregate 
Sacrifice, the tax system should be so arranged that the total 
sacrifice undergone by tax-payers might be the least. The 
aim of all tax systems is how to secure the maximum social 
advantage. That is best achieved if the total sacrifice of the 
society is the least. This is the justification of this principle. 
The principle is also based on the marginal utility theory. 

According to that theory, the larger the in- 
sacrificc come, the less is the utility of 'money. 

Hence the utility yielded by the last slice 
of income of those whose income is the highest is the least. 
If only these arc taxed, then the sacrifice undergone is the 
minimum. The state is, therefore, to go on taxing the tops 
of the largest incomes until ks needs are fulfilled. Thus 
according to this principle, everyone need not pay tax. 

The chief obstacle to the successful carrying out of the 
plan is that it would ultimately retard saving and diminish 
people’s will to work. If incomes above a certain maximum 
are taxed away, peojilfe would not exert themselves to earn 
those incomes. Hence'-taxation would gradually fall upon 
lower and lower incoines. The future capital of the country 
would diminish and with it the national dividend. Hence 
in order to achieve the least ag^egttte sacrifice, the state 
should distribute the btirden of ta}^t:fi)n in such a way as 
riot to press too heavily on the rich and to compel them to 
discontinue from working and saving, and should take into 
consideration the present and the future interests of the 
country as t whole. 
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Taxes as an instrument of economic policy :* Taxes 
have not always been levied on the basis of the principles of 
ability or benefit or sacrifice. On many occasions .subsidiary 
aims Were pursued *by the government in connection with the 
imposition of taxes. Thus almost all countries have attempted 
at one time or other to use the system of taxation for the 
purpose of protecting home industries and for encouraging 
exports. Thus higher, import duties have been levied on 
foreign imports iti order to discourage the imports of these 
goodsi,while bounties had been given out of tlie revenues to 
certain domestic goods in order to encourage their export. 
A. .second principle that has been adopted in many countries 
is to use taxes in order to reduce the consumption of the 
things regarded as undesirable. For exam])le, very high 
duties are levied on alcoholic liquors and other intoxicants 
not to raise revenue, but to discourage their consumption. 
In recent times many other subsidiary principles are being 
followed with regard to the tax structure. During the last 
war the central aim of the government was to divert the 
factors qf production to the making of goods required for 
the conduct of the war. It was, therefore, considered neces¬ 
sary to curtail the consumption of the peojile in certain 
directions, for example, of goods which were required for 
war purposes. This might be done by the levy of income 
tax at very high rates in order to leave only a small amount 
of income in the hands of the* tax-paydrs. As a result, they 
will be forced to cut down their consumption. But as the 
imposition of the incon^^ tax at very high rates may reduce 
the incelnitive to work, the government might instead adopt 
the policy of levying sales taxes at high cates on the goods 
the consurnption^ of which had to be reduced. Thus the 
machinery of taxation had been utilised to facilitate the 
transfer of resources from j^eace-time production to the war 
production. • • • • 

Taxes and the maintenance of full employmmt : The 
system of taxation is also now being utilised to counteratT^ 
tl\e changes,in the levels of income and output due to the 
occurrence* of the trade cycle. A depression is due to the 
deficiency in the total spending of the community. Such a 
deficiency# may *be sought to be remedied through Remissions 
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of taxaltion. If the rates of income tax are lowered, * if 
business taxes are reduced, people would have more money 
to spend and would probably spend more money. If it is 
considered necessary to increase the projlensity to cohsume, 
the government may lower the rates of sales taxes; or it may 
take steps to increase the rates of taxes to be paid by the 
richer classes, and reduce the taxes paid predominantly by 
the poorer section of the community. Such a redistribution 
of taxes would leave more money in the hands of the poorer 
classes whose propensity to consume is higher than that in 
tlie case of the rich. Thus the system of taxation is now’ 
being manipulated for two primary purposes, viz., to secure 
a better distribution of income among different classes of 
people, and to counteract the cyclical fluctuations in income 
and employment. 

Principles of proportion and progression in taxation ; 

The next question that arises is, given the right principle of 
taxation, what method should we adopt, in distributing the 
burden of taxes? It should be noted in this connection that 
a tax may be proportional, progressive, regressive or’degres¬ 
sive. Each of these terms requires definition. A propor¬ 
tional tax is that which takes away exactly the same 
percentage of the value of the income or property in taxes, 
whatever the amount' of income. A 10 per cent tax on 
income, whatever may be the total income, is an instance of 
this tax. A progressi'ue tax is "that which takes away a larger 
and larger percentage of the value of the income or of the 
property in taxes as the income or the property increases in 
amount. If the tax is 10 per cent, on those whose*incomes 
are not more thtin Rs. 5,000 ; 15 per cent on those having not 
less than Rs. 10,000 ; 22 per cent on those having Rs. 15,000, 
it is progressive. A regressiv,e tax is just the reverse of a 
progressive tax. Hefe the rate of tax diminishes as income 
increases. A d&gressive tax is that which increases with the 
increase of income, but the rate of increase of ^tax diminishes 
with every increase in the income tax! In actual practice, we 
*’are concerned with proportiohal ahd progressive systems of 
taxation. 

According to the principle of proportion, therefore, 
the taxpayers, yrhatever their income, are ‘to psy a fixed 
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p^centage of their income as taxes. In his first canon of taxa¬ 
tion, Adam Smith stated that taxes should he prbporlional to 

one’s income, although in another pertion 

VorttoS'uxad™; writing he was in favour of “some- 

• thing more than in proportion”. The basis 

of this principle is that it is not the purpose of taxation to 
disturb the existing distribution of wealth. If each taxpayer 
pays in a fixed proportion, the relations between different 
income receivers arc undisturbed. The merit of this system 
is that it is extremely simple. As Say puts it, ‘‘proportional 

taxation does not need definition ; it is the rule of three.” 

• 

But simplicity is not the only objective in finance. It 
must also satisfy some equitable principle. As everybody 
knows, to take Rs. 100 from an individual whose annual 
income is Rs. 1,000 and Rs. 1,000 from another whose income 
is Rs. 10,000 may appear simple, but it is unjust. The 
ability to pay increases more than in projxirtion as the money 
income increases. 

Progressive takation : Due to the defects of the system 
of proportional taxation, the principle of progression was 
graduaHy adopted in modern tax systems. The main justi¬ 
fication for the progressive system of taxation is that as a 
person’s income increases, his ability to pay increases at a 

higher ratio than his income. Hence the 
Arguments for rate of taxes should not be proportional, 
Progressive taxa- progressive. Secondly, the principle of 

equality of sacrifice also leads to progression. 
As income increases, the marginal utility of money decreases. 
So to t^ke Rs. 5 from »man having Rs. 100 and Rs. 50 from 
another with Rs. 1,000 does not impose equal .sacrifice on 
them. Tihe poorer man makes greatdi- sacrifice than the 
second person. Jn order to bring about an equality of sacri¬ 
fice, the man having the higher income must pay taxes at a 
higher rate. The principle of the least aggregate sacrifice 
leads to stilly greater progression. ^ * • 

It has, however, been argued that neither the principle 
of ability or sacrifice aor that of the utility theory can be 
used to justify progressive taxation. There are no satisfac¬ 
tory tests for measuring ability or utility. But apart from 
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these, one can justify the system of progressive taxation by 
the argument that the existing distribution of wealth ‘is 
inequitable, and the state should try to lessen inequality of 
incomes by means of higher taxation of the rich. There are 
very few economists who deny the necessity of lessening the 
present inequality of incomes, and taxation is a good weapon 
for effecting this. Of course, it is true that rfiis remedy is 
only a palliative, and does not go to the root of the problem, 
yet this is no reason why it should not be adopted. More¬ 
over, higher taxation of the richer classes ss also advocated 
on another ground. The rich have usually a very low, pro¬ 
pensity to consume. Hence as a community grows richer, 
the propensity to consume tends to decline, as a result of 
which there may be a deficiency of effective demand for 
goods and services. In other words, demand becomes insuffi¬ 
cient to absorb the available labour force into employment. 
The remedy for this state of chronic unemployment is 
higher taxation of the rich so as to increase the propensity 
to consume. Lastly, it is argued that the modem state is 
an organic whole. “The highest rule of behaviour for the 
individual in his ordinary social relation is that the ‘strong 
should aid the weak. It is surely equitable that the broadest 
shoulders should bear the heaviest burden." 

The main difficulty of the theory is that even if it is 
granted that utility of money diminishes as income increases, 
there is no method of determining the rate at which this 
decline takes place. There is no means of knowing the 
actual rate of progression which impose equal sacrifice. The 
rate of graduation is bound to be arbitrary. 

Single vs. nviltiple tax system : There has been a cons¬ 
tant tendency towards, the simplification of the tax system. 
It has been argued by various persons that« the tax should 
be levied on some single item ‘according to some principle 
of equity. The Physiocrats advocated a single tax on the 
economic rent of *land,^ because they thought that it was on 
rent that ultimately all burden of taxation fell. The advo¬ 
cates of the single tax system hope tq effect a redistribution 
of the world’s wealth by their method of taxation., 

Henry George’s scheme for a single tax on land was 
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adVocated with the same object. His idea was that a tax on 
reht did not check industry. In this conclusion ‘he was 

obviously right. But the defect ol his 
Schem^y theory is that such a tax would exempt all 

• persons who do not invest their incomes in 

land. A’rich millionaire would be thus exempted while a 
poor man owning a house would have to pay taxes. 

Another proposal for a single tax is that of taxing the 
incomes only. Of course it is a better taxable object than the 

lormer. But it is also defective. First, the 
small incomes is difficult to collect 
• and in the long run uneconomical; 

secondly, it may check saving; thirdly, it leaves out some 
sources, such as windfalls, which are highly desirable objects. 

The desire of the advocates of the single tax system is to 
secure a single and inexpensive form of taxation. 'I’he cost 

of collection would be very small and the 
singfe^?ax System. ^ incidence would bc exactly known. But 

some general criticism can bc advanced 
against any theory of single tax system, (a) Any single tax 
which may seem fair and equitable from a theoretical study 
may be inequitable as regards incidence as lietween dilFercnt 
individuals. The anomalies under a single tax system may 
be corrected by a multiplicity of taxes, (b) The needs of 
revenue in a modern state are so largo that it is very difficult 
to devise a single tax system which can satisfy its needs. 
*(c) The use of a single tax sh6uld not*secure the advantage 
that is aj; present obtained by reaching the different taxable 
capacities, viz. income, consumption, inheritance, etc. (d) 
Lastly, evasion may be easy under this system, but it will 
not be so easy when there is a system of cjiccks and counter¬ 
checks undtr a multiple tax system. * 

The defects *of the previous system and actual practice 
have led to the opposed doctrine of Arthur Young. “If T 
were to define a good tax system, it should be.that of bearing 
.lightly on an •infinite number of poirrts, heavily on none.” 
This extreme view iS neither theoretically justified nor 
adopted in practice. ‘Taxes dn all commodities, on transfeiP 
of goods, and on different forms of production would bc 
extremely prejudicial to the development of industry and 
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inconvenien|: to payers and very costly in collection’. T^e 
custoni.iof England before 1845 were very complicated ; the 
reforfhs of Huskisson simplified them a good deal. 

The best method then seems to be neither a single tax 
system nor a multiple tax system, but a‘mean between the 

two, that may be called a system of ‘plural’ 
T he best method taxation following Bastable.* It is best to 
j,ysiein. rely on some big taxes which fall generally 

on the rich and a, few others which fall 
more or less on every person of the comlnunity. Income 
tax, inheritance tax, tax on luxuries would serve tlj^e first 
jjurpose. Taxes on commodities of wide consumption would 
reach all classes of people. 

Characteristics of a good tax system : From the above 
discussions we are now in a position to sum up the charac¬ 
teristics of a good tax system. First, the tax system as a 
whole should satisfy the canons of taxation as already laid 
down. Secondly, as regards the distribution of the burden 
of taxation the incidence of not only the, general tax system 
but also the individual taxes should be carefully considered. 
Those taxes are to be preferred which entail the least aggre¬ 
gate sacrifice on the community and satisfy the canon of 
economy from the standpoint of production and distribution 
in the present as well as in the future. The burden of 
taxes should not be too heavy on any one point, but should 
rather be determined according to the ability of the tax¬ 
payer. Lastly, the sy.stem of plural taxation is to be preferred 
to Ihe systems of single and multiple taxes. As these have 
been already discussed, we need not, repeat them any more. 

Taxable capacity : The taxable capacity of a 'commu¬ 
nity has been variously defined. The more usual definition 
is that it is the surplus that remains after deducting from 
the national income the" amount necessary for maintaining 
the capital of the country and ^jSiciency of the people un¬ 
impaired. The* definition is, of course, vague and gives rise 
to many difficulties. How are we to determine the allowances 
for maintaining capital intact and' for safeguarding the 
peoples’ elRciency? In normartime^, we must not only mal^e 
suitable allowance for the depreciation and wealr and tear 
of capital, but allow for a certain rate in the growth of that 
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caj^tal, so that the national income may gradually rise. On 
what basis are we to make allowance for this? The Concept 
is, therefore, beset with many pitfalls. It is purely relative, 
depending on a variety of factors tangible and intangible, 
some of which it il difficult to measure satisfactorily. 

On what factors therefore does taxable capacity depend? 
First, it depends on the psychology of the people, lliere 
may be times, especially during a war, when people may 
be willing to undergo greater sacrilices than at other periods. 
Taxable capacity* therefore increases during such periods. 

During the last financial crisis, the British 
Factors on which people became more willing to help the 
^ efforts of the national cabinet to cope with 
the budgetary difficulties and the spectacle 
of the long queues of people, waiting to pay their taxes 
showed that the taxable capacity of the people had for the 
time increased. Secondly, taxable capacity depends on the 
distribution of the national income within the country. 
When Rs. 20,000 i\re owned by one individual, his taxable 
capacity is greater than that of twenty others who own 
Rs. 1,000 each. The more unequal the distribution of 
income, the greater is the taxable capacity. Thirdly, it 
depends on the size of the population relative to the national 
income. If the latter increases in a greater ratio than the 
former, the income per head increases, and so also taxable 
capacity. Fourthly, it depends on the general character of 
*the country’s industrial organization. •If it makes a greater 
demand‘for capital equipment, greater allowance must* be 
made on that account ffom the national income. Taxable 
•capacity* at any particular time will be less. On the other 
hand the national income of such a country will also be 
higher, and taxable capacity will rise* Fifthly, it depends 
■on the standard of living of, the people because that will 
determine their efficiency, ,*ability and, willingness to work. 
Sixthly, it ciepends on the character of 4116 tax system. 
iTaxable capacity will increase if a gre&ter reliance is placed 
on direct taxes. A greater revenue coul’d be earned through 
direct than through indirect taxes without injuring the pro¬ 
ductive activities of the nation. Lastly, taxable capacity 
depends on the nature of the government expenditure. If 
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the revenue is spent on education, sanitation, etc., the mx- 
able capacity will ultimately increase. Whereas if the 
revenue is spent on building competitive armaments, the 
taxable capacity is thereby diminished. 



CHAPTER LI 


■ shifting' and inodence of taxes 

Meaning cf shifting and incidence : When a tax is 
imposed upon a person, he may try to pass it on to the 
shoulders of others. This process of transferring the money 
burden of the tax is known as shifting. Shifting ends in 
incidence. The incidence of a tax is the direct money 
burden of the tax; and the problem of incidence is to find 
out the person on whom the money burden of the tax falls ; 
out of whose pocket does the money which is received by the 
government come? Or, in whose pocket would the money 
have remained if the tax was not levied by the government? 
This is the problem of incidence. The impact of a tax is 
upon the individual who first pays the tax to the govern¬ 
ment. He will try ^to shift the burden to the shoulders of 
others. The incidence of the tax is upon the person who 
bears thb ultimate money burden of the tax. 

A tax also imposes other burdens upon the individuals. 
It is necessary, therefore, to distinguish between money 
burden and real burden, and between direct and indirect 
burden. The direct money burden* is measured by the 
amount of money paid to the treasury in taxes. The direct 
real burden is determined b/ the anJount of sacrifice of 
economic*well-being undergone by the tax-payer. This'is 
the effect of a tax. There may be indirect money and real 
burden of a tax. The seller of a commodity upon which a 
tax has beeh levied has first to pay the .tax. He can, of 
course, get bick the whole amount of the* tax from the buyers 
by charging higher prices. But,this generally takes time, and 
to the extent the seller los« interest op the amount paid 
^as taxes. This is the indirect* money burden of the tax. 
^milarly, the indirect real burden is tbe indirect effect of 
the tax. When the price of a commodity is raised by a tax,* 
the^ buyers would be forced to ptirchase less of it. This means 
a sacrifice of* well-being. This is the indirect real burden of 
the tax. 
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In the. probjem of shifting, three factors are of imfjor-^, 
tance, *viz., the direction of shifting, the form of shifting, and 
the 'measure of shifting. As regards the direction of shifting, 
the shifting may be either forward or^ backward. If the 
importer has to pay a tax, he will try to shift it forward on 
to tlic consumers; if he fails in that he will try to shift 
it back to the producers. As regards the form of shifting, 
the shifting may be made cither by charging high prices, or 
the prices may remain the same, \vhile the quality of the 
commodity deteriorates. The measure o*f shifting depends 
upon many factors, which we shall shortly discuss, tjv.t here 
it may be safely laid down that sometimes the whole tax 
may be shifted to the consumers or producers ; while at other 
times the incidence may be shared between the producer, the 
businessman and the consumer. 

Direct and indirect taxes : The distinction between 
direct and indirect taxes turns upon the question of impact 
and incidence. A tax is a direct one when the impact and 
the incidence are on the same person. . That is, the person 
from whom the tax is collected is also the person who bears 
the ultimate money burden. He cannot shift the burden to 
others. An income tax is a direct tax. It is levied on the 
person who earns the income and is ultimately borne by 
him. Where the impact and the incidence of a tax are on 
different persons, it is said to be an indirect tax. Here some 
person first pays the tax, but he is able to shift the burden 
to the shoulder of'others. A tax on a commodity is ah 
indirect tax. Though the seller first pays it, it is expected 
that he will pass it on to consumers in the form of higher 
prices. The distinction between two taxes is not ’always so 
clear cut. Sometimes, the seller or the importer may be 
unable to shift the burden to buyers; he^ may 'nave to bear 
the ultimate money blfrden., 

Merits of direct taxes : T.he advantage of a direct tax 
is that it is piogressive in character. It can be so graduateej 

thdt the heavier burden falls on the rich, 
and persons whose incomes fall below a 
certain level may be exempted from ^the 
tax. Thus it satisfies the first and foremost 'principle of 
taxation, viz., equity or ability to pay. A second advantage 

' • • I 
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of ^ direct tax is that it is economical. The*cost of coUection 
is very low and no wastage is incurred. A third advantage 
is that it satisfies the canon of certainty. The tax-payer 
knows how much he is to pay and the state may also be 
assured of a steady and certain income. Fourthly, direct 
taxes are elastic. They can be easily adjusted to meet the 
needs of the state. The yield of the tax can be increased 
or decreased simply by changing the rate of graduation. 
Fifthly, a direct tax is highly productive. With the increase 
in po^mlation and wealth of the country, the yield of the 
direct taxes automatically increases. Lastly, by the payment 
of direct tax, the citizen is made to feel the ljurden of the 
tax. He understands his responsibility to the state. His 
civic consciousness is roused and he takes a direct interest 
in the affairs of the state and particularly in the management 
of government finance. 

As to the disadvantages of the direct tax, the first is that 
it is very inconvenient from the standpoint of the tax-payer. 

He has to supply detailed accounts and 
compile the forms. Further, the payment 
is to be made in lump sums at intervals. A 
person gets his income in driblets, but has got to pay taxes 
in lump sums. This may cause much inconvenience. 
Secondly, a direct tax is a tax on honesty. If a false account 
is submitted, the burden of the tax may be very light. 
'Under such circumstances, the temptation to avoid the tax 
by submitting false accounts is too much with many persons. 
Thirdly, the graduation in any direct tax is bound to be 
arbitrary and according to the whims of the tax-levying 
authorities.* 

Taking the balance of advantages ’and disadvantages, we 
may safely conclhde that the^ direct taxes are on the whole 
equitable, economical, elastic and productive. 

Merits o& indirect taxes ; • The first and* foremost argu- 
,ment in favour of an indirect tax is 4hat it is a means of 

reaching the poorer classes on whom it js 
durcet^^taxer difficuk to levy direct taxes. It is argued 

• * that every person should contribute some¬ 
thing towards the maintenance of the state. But this is a 
matter oS opinion. The second ai:gument for. maintaining 
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an indirect tax is that it makes the basis of revenue fairly 
broa'd. Heavy taxation at anyone point may have disastrous 
effect on the social and political order. The use of some 
indirect taxation is valuable because it enables iiicreased 
revenue to be raised at different points instead of by exclu¬ 
sive concentration on direct taxes. Thirdlyi indirect taxes 
are very convenient. The payments are made in driblets 
with every purchase of a commodity. As we never purchase 
too much of a commodity at one time, the burden is seldom 
felt to be very heavy. Fourthly, it is hardly poss^uble to 
evade the tax. Of course, there are sometimes sales of 
smuggled articles, but they are exceptions which prove the 
rule. Fifthly, if imposed on articles of inelastic demand, an 
indirect tax is fairly elastic. Its proceeds can be increased 
with a change in the rate of the tax. Lastly, indirect taxes 
on harmful luxuries such as wine, etc., and on luxuries 
consumed by the rich will reduce their consumption and 
may direct the purchasing power of the community towards 
more beneficial consumption. 

The disadvantages of indirect taxes far outweigh their 
advantages. The foremost objection is on the ground of 

equity. An indirect tax is inequitable. It 

imUreaTaxes^^ regressive in character. It falls more 

heavily on the poor than on the rich. In 
order to be productive, an indirect tax must be levied on 
necessaries. But a 'cax on necessaries is harmful to the 
interests of the poor. Thus it aggravates inequality ; but 
‘taxation should mitigate and not ^ aggravate inequality in 
the distribution of income.’ A second disadvantage of this 
method is that the yield from indirect taxes except from 
necessaries is bound to be uncertain. If the tkx be high, 
the demand will shrink and with that the yield. 

Lastly, indirect taxes are imeconomical. The cost of 
collection is often fairly heavy. The tax-payer may pay 
more than the actual tax levied. The producer or the. 
importer generally pays the indirect tax. Some months must 
elapse before he can get back the 'tax from the sale of his 
commodities. He may, and often does charge an interest 
for the tax which he has advanced. Thus the price of the 
taxed article may go up by more than the amount of the tax. 
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Opinion difiEers as to what portion of the total revenue 
of the state should be raised from indirect taxes. In old 
times, these taxes ^contributed the major portion, as the 
machinery of direct* taxation was not perfected in those days. 
As late as the latter part of the 19th century, Gladstone 
declared that as between two charming sisters, he would like 
to be impartial between the two types of taxes. In recent 
times opinion has veered to the point that while indirect 
taxes should not be given up, the major portion of revenue 
should be raised from direct taxes. 


General principles governing the incidence of taxation : 

Two general propositions governing the incidence of taxation 


Incidence de¬ 
pends on the elas¬ 
ticity of demand 
and supply. 


may be laid down. The hrst is that, other 
things being equal, the more elastic the 
demand of a commodity, the more likely 
is it that the burden of taxation will be 


upon the seller. The second is that, other things being 
equal, the more elastic the supply of a commodity, the more 
likely is it that the burden of taxation will fall on the 
consumer,. When the demand for the commodity is in¬ 
elastic, the purchaser would not reduce this demand 
even though the price goes up by the full amount of the tax. 
In such a case the incidence is on the buyers. But if the 
demand for the commodity is highly elastic, the purchaser 
would reduce consumption assoon as the price is raised. 
Hence the chance is that the burden of the tax will fall on 
the seller? Similarly, when the supply is elastic, with a rise 
in price the demand may fall, but with it the supply will also 
be curtailed^ The producer will be in a position to raise 
the price by the amount of the tax. “Tlje .Sellers in short try 
to put the incidence on the buyers by reducing supply, the 
purchasers try to put it on the* sellers by reducing demand. 
The relative ability of the/two groups* to carry out their 
•objects, with ilie minimum cost to themselvds, determines 
the result”.^ Id considering the elasticity,of .supply, we have 
to take into account the period of time. The supply of a 
commodity cannot be cuAailcd in the short period, but in 
the long run, the supply can be adjusted to the demand. 


* Dalton. ^Public Finance, p. 54. 
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The supply of a commodity is, therefore, inelastic in the 
short period, though it may be highly clastic in the long 
period. Hence though the incidence of a tax may be on the 
.seller during the short period, in the long run it may fall 
on the con.sumcr. The ultimate dependence of the problem 
of incidence on elasticities of demand and supply may be 
illustrated by an example. The demand for a commodity 
having a good number of substitutes is highly elastic. Thus 
if tea is taxed while coffee, cocoa and other similar drinks 
escape taxation, the seller will not be able to raise thp price 
of tea very much ; because in that case he will lose customers. 
The incidence of the tax will be upon the seller. 

Incidence of a tax on commodities in general : The 
analysis of the principles governing the incidence of taxation 
in general also explains the principles which determine the 
incidence of taxation on commodities. Some other factors 
regarding incidence remain to be analysed. That analysis 
is taken up now. 

It has already been observed that the importer or home 
manufacturer who has to pay the import duty or excise duty 
in a lump .sum will try to cover that by charging higher 
prices. In addition to that he will charge an interest for 
the tax which he has advanced. So that price may go up 
by more than the amount of the tax. But how far he will 
succeed in this attempt depends upon the elasticity of 
demand for, and the elasticity of supply of the commodity 
in (picstion. ” , 

Where a commodity is produced under conditions of 
constant cost, the price will go up by the full amount of the 
tax. No doubt its demand will fall with a rise in price, but 
as all units arc produced at the .same cost, whatever the scale 
of operations, the price will^be increa.sed' by not more than 
amount of the tax., r 

Where a, commodity is produced undqj: conditions of 
diminishing returns] the levy of a tax will raise its price, but 
'' riot by the amount of the tax. Suppose 

^i^idcnce under 10,000 units aro produced at a cost of 

5 rupees each. If the amount of the tax is 
one rupee per unit, the price of each unit will at first be 
Rs. 0. But after the imposition of the tax 10,000 units will 
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nqf be sold, because at the higher price demand will fall off. 
Suppose the number sold falls to 9,000 units. As the output 
is diminished, cost per unit will fall to (say) Rs. 4/8. With 
the addition of thq tax price becomes Rs. 5/8; i.e., price 
rises by an amount less than the tax. 

When the commodity is produced under conditions of 
increasing returns, the price may rise hy more than the 

amount of the tax. Suppose 10,000 units 
^ Incidence under produced at a cost of 5 rupees each ; 

and 9,000 units arc produced at a cost of 
,5/8 rfspees each. After the imposition of the tax, if the 
demand falls from 10,000 units to 9,000 units, the cost of 
production excluding taxes will increase to Rs. 5/8 and with 
the addition of the tax, the price becomes 6/8 rupees. Hence 
it has been advocated that taxes should be imposed on 
commodities produced under conditions of diminishing 
returns and bounties should be given to commodities 
produced under conditions of increasing returns. 

There is another possibility. After the imposition of 
the tax,, the competing sellers may combine and may agree 
to raise .the price by more than the amount of the tax. 
Again, if import duties are imposed on all commodities 
except gold, other imports may diminish, the import of gold 
may increase. Increase of gold import will raise prices all 
round and the price of the taxed commodities may rise by 
jnore than the amount of the tax. 

Incidence of a tax on land and buildings : The problem 
of incidt^nce is very complicated. It is better to make a 
separate study of different aspects of the question. A tax on 
economic r^nt falls upon the rent-receiver, or the landlord. 
Rent is a surplus above cost of production including normal 
profit. The tax,is paid out of the surplus and cannot be 
shifted to the occupier, because he earns no surplus except 
normal profit. But here the assumption is that the landlord 
is already chefrging full economic lent, and' that the tax is 
levied on all rent. But^ if the tax is levied only on the land 
producing (say) jute, then in order to avoid the tax, the, 
jute lands will be used ^o produce other crops. The result 
will be a fall in the production of jute, and its price will 
rise suflftciently so as to make its production as remunerative 

3 ^ ’ ' 
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as the ^production of other crops. The incidence will fljen. 
be upon the consumers of jute. 

The incidence of a tax proportional to the quantity 
of produce depends on the elasticity pf demand ^for the 
produce. The tax adds to the cost of production of the 
crops and their price will rise. If the demand is inelastic, 
the price will rise by the full amount of the tax, because 
the customers will demand the same amount as before, even 
at higher prices. "I’he rent wouldi be unaffected, and the 
incidence is on the consumers of the crojV If the demand 
is elastic, the higher price will lead to a fall in demand. 
Production will be curtailed, and marginal lands will go out 
of cultivation. Rent would thus fall, and the incidence will 
be upon the land-owner. 

The incidence of taxes on buildings is more complicated. 
A part of the tax may be borne not only by the owner, but 

also by the occupier and even the builder 

tax'on‘building. ^ house. A part of the tax may be 

shifted on to the consumers of the articles 
traded in such a building. When a business in a locality is 
patronised by local inhabitants, a part of the tax on the 
building may be shifted to the consumers through a little 
enhancing of prices. The difference in prices may be so 
little that the consumers may not be willing to take the 
trouble of going to ‘ a distant shop for obtaining those 
commodities. 

As regards, the apportionment of taxes between the 
occupier and the owner, if the demand for the houses be 
inelastic (which is generally so) the burden is likely to be 
borne in a large degree by the occupier. If the demand for 
houses is not very'grpat in a locality, but the supply is fixed 
for the time being, the burden of the tax is borne in a 
greater proportion by tfie owners. But the owners in such 
cases will not build any more new houses, and as the demand 
for houses risfis" subsequently with the increase in popula¬ 
tion, the owners wijl be in a position to shift^ the tax to the 
j occupiers. Hence in the long;, run taxes on houses are borne 
by the occupiers and not by the o^ers. » 

Incidence of a tax on monopoly t We have already 
seen that^a monopolist aims at securing the maximum net 
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|)ropt; and that he will produce and sell .that .amount of 
output which will equate the marginal revenue with his 
marginal cost. If the tax is imposed as a lump sum on the 
profits of the monojpolist, this will not induce him to alter 
the price ip any way. The price which brought the maxi¬ 
mum revenue to him before the payment of the tax will 
still yield the lafrgest revenue even after the payment of the 
tax. If the tax imposed is a proportional one, levied (say) 
at the rate of 10 per cenr.on monopoly profits, this will leave 
the price unaltereh. His net revenue, after tlie payment 
of the Jsfpt, will be 90 per cent of the highest revenue. Hence 
the burden of a proportional income tax will be borne 
entirely by the monopolist. Next, let us suppose that the 
income tax is levied at a progressive rale on the profits of 
the monopolist. In this case also the burden of the tax will 
be borne by the monopolist. Monopoly equilibrium will be 
established at the point where the marginal revenue brought 
by the last unit of output sold will be equal to the marginal 
cost of this unit. As the monopolist gains no return on this 
unit, he^pays no tax on it. I'hus he will go on producing 
the same output as before, and the price will also remain the 
same. When the tax is levied on the output, the Iiighest 
monopoly revenue is obtained when the price is raised a 
little. With the addition of the tax, the marginal costs will 
rise, and if equilibrium is to be maintained, the marginal 
revenue and the price will also rise. By how much the price 
will have to rise to bring marginal revenue into equality with 
marginal cost, will depend on the elasticity of demand. As 
the price is raised some portion of the tax is thus paid by 
the consumer. In such a case, the incidence is partly on the 
monopolist, and partly on the consumer, Tinless, of course, 
the supply is abs 9 lutely inelastic or the demand is highly 
elastic. • 

Incidence of import and.'export duties : Custom duties 
are obstacles t6 the mutual exchangt* of goodj between any 
two nations. The money burden of 'such an obstacle is 
divided between the two countries in proportion to the*^ 
elasticities of,their respective demands for each other’s goods. 
The burden varies in direct proportion to the urgencies of 
demand. If the demand of England for Indian goods is more 
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urgent; (i.ev, moee inelastic) than the latter’s demand®or* 
Engjish goods, the burden of duties is more likely to be 
borne in a greater proportion by the consumers in England. 

The burden of duties on imports wjll vary according to 
the elasticities of demand and supply in the home Rnd foreign 
countries. In the duty-levying country, the price will rise less 
and will therefore fall more abroad, the greater and more 
elastic is the home supply. If a slight rise in the price of the 
taxed product leads to a much enlarged production in the 
home country, then the price will rise only by a small amount 
in the home country, and fall by a large amounu/in th? 
foreign country. Similarly, if the foreign supply is less elastic 
and smaller in amount than the home supply, then the price 
will rise less in the duty-levying country. If the foreign 
producer is not in a position to decrease his supply either 
because his investments are specialised to produce the parti¬ 
cular goods demanded by the home country, or because he 
cannot find alternative markets, he will be forced to sell at 
a lower price than if he could readily change his supply. 
Thirdly, if the demand of the home country for the taxed 
goods is very elastic, the price will rise by a small amount 
in that country. Conversely, if the foreign demand is 
highly clastic, the price will rise by a greater amount in the 
importing country. 

Prima facie the burden of import duties will be borne 
by the home consumers, because as the importers are earning 
- only normal profits the imposition of the 

1 tK'on "the rcduccs their profits. They* will cer- 

forcigner. tainly shift to other occupations where there 

^ is a greater chance of earning nQrm'al profit. 
The result will be a fall in the supply of such goods. Their 
prices will rise until the importers can c<\rn normal profit. 
Usually therefore the incidence of the custom duties is on the 
home customer. But there might arise Occasions when the 
foreigners migbt be made to pay the tax. W6 have already ■ 
seen that the price,of the taxed goQds will rise less in the 
jduty-levying country when thp home supply is highly elastic 
and the foreign supply is inelastic ; or when the home demand 
is highly elastic and the foreign demand is inelakic. In all 
these cases, the foreign producer will have to bear the burden 
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*o£ the tax partly or wholly. Similarly, if the antbunt*of the 
imported goods is very large in relation to the producticui of 
the foreign country, and very small in relation to the produc¬ 
tion of &he importirijg country, the rise in price will be small, 
and part of the burden of the duty will be borne by a 
foreigner. 

Similarly, in a country which produces raw materials, 
demand for which is usually inelastic, while it imports only 
manufactured goo^s for •which the demand is elastic, a part 
of the export or import duties may be borne by the foreigners. 
But if the foreign producers have other markets in which 
they can sell their products, or if they have other competitive 
sources of supply of raw materials, such duties will not be 
borne by them. "I'hus we see that only in rare cases tlic 
incidence of such duties is on the foreigners. 

Incidence of income tax : As regards tiic incidence of 
income tax two opposed sets of views are held. One class, viz., 
the businessmen, hold that income tax can be and is shifted in 
the form of an addition to price. “When a trader endeavours 
to ascertain his costs with a view to fix prices, he often takes 
into accotint, at least indirectly, the amount of income tax he 
will have to pay, and if the market conditions permit, fixes 
his prices at such a level as would yield to him the minimum 
net income that he desires to obtain or actually needs.’’* The 
opposite view is held by economists. They argue that income 
iax cannot be shifted, (subject to sojne exceptions) and 
cannot enter into prices. , 

Let us consider the question whetlier the trader can shift 
the burden of the income tax on his profits to the consumers 
in the shape* of higher prices. 

In the ciase of the monopolist we knoiv that he has already 
fixed a price with* a view to obtaining the highest monopoly 
revenue. As that is the besf {Irice which he can fix, he can¬ 
not get better profit by fixing aijy other price.^ Hence he will 
’not gain anytljing by changing his price. 

The competitive trader will find it more difficult tp 
charge higher prices and ^hus to shift the income tax. He has» 
no’t the same power as the monopolist to raise his price. It 

* Evidence of the Association of Britisli (*.hamhcrs of Commerce before 
Colwyn Contmitteei Quoted in the Report,, p. 109. , • 
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is limited 5y the* existence of competition in three important* 
wa)4S. First, his goods are liable to be compared with similar 
goods with slight differences in quality. Secondly, he cannot 
control the supply of other rivals. They will supply the 
market if he limits his supply. Thirdly, he cannot prevent his 
competitors from attempting to reduce their posts and under¬ 
cut him. In a competitive market, price at any time becomes 
equal to the cost of production of the marginal producer. 
Since producers at the margin earn ho surplus, or get so little 
profit as not to warrant the imposition of the income tax, no 
element of income tax can enter into prices. * 

In joint-stock companies, the tax is charged at a flat rate 
on the profits of the company. The directors of a public 
company are not under any inducement on personal grounds 
to shift the tax as are the owners of a private business. 
Further, though the profits are charged at a flat rate at the 
source, the shareholders whose total incomes are very great 
are liable to pay a surtax and others whose incomes are small 
are liable to get a rebate. Hence the company as a whole 
consisting of different kinds of shareholders is under no 
inducement to raise prices. As regards the private ‘firms, the 
rates vary from firm to firm; hence if the firms have to add 
income tax to prices, the prices of commodities will differ 
from firm to firm. B,ut there are some firms which will be 
in a position to underbid their rivals. The bigger firms 
cannot allow such a contingency to happen by charging 
higher prices. ' 

Then foreign competition is to be taken into account. If 
the home producers charge higher ^irices, the foreigners will 
undersell thertl and capture the whole market. Of course, 
the foreign producerc may have to pay income taxes in their 
own countries. But the rates of assessiSient in different 
countries are so different that jt is idle to expect that the 
foreign producers and the ,hofne producers, will advance 
their prices to the same level. , 

, Lastly, the inceme tax is a general tax. If it enters into 
•^price, the general price-level will r^se ; but a general rise in 
price-level cannot be sustained for long unless* it is backed 
by an inflation of credit and currency. This follows from the 
quantity fhqory of money. Other things remaining the same. 
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the general price-level cannot rise unless thtre is*an inflation' 
of currency and credit. But there is no reason to believe, that 
increased income tax will lead to an increase in the amount 
either of legal tender or bank deposits. 

Profdssor Seligman points out that in a period of rapidly 
rising prices, the inducement of the marginal producers to 
cut prices is removed and under those circumstances, the 
imposition of a tax of any kind will afford the producer an 
excuse for asking a stifl higher price. But this is a short 
perio(J phenomenon. Another case wliere the income tax 
•may be added to some extent to prices is when the retailer 
sells in an imperfect market in a locality. He may raise the 
price a little, and the purchaser may not think it worth while 
to take the trouble of going to another shop for making daily 
purchases. But the extent of the rise in price must be very 
small. Otherwise he will tempt competitors. 

The imposition of this tax will affect both the marginal 
revenue and the marginal cost curves. It will affect the 
amount of savings. If, with higher taxation, a given gross 
income* yields less net income, the energy and time given by 
entrepreneurs may be reduced. As a result, prices will be 
affected.® 

Capitalisation of taxes : When a tax is levied on the 
income from any form of durable property, it reduces the 
• net income of the pjroperty. As a result, 

value of the property may be redu<;ed. 

This phenomenon is called the ‘capitalisa¬ 
tion’, oy ‘amortisation’ Af taxes. The amount of the tax is 
capitalised^at the current rate of interest, and the selling value 
of the property is diminished by the amount of the tax. To 
take an example, suppose a particular piece of land yields 
Rs. 100 as rent, and the rate^jf interest is 5 per cent. The 
value of the land‘then will b^ Rs. 2,000. Suppose that the 
government lyaposes a tax of 10 per egnt on*the rent of the 
‘land. The net rent, after paying taxes, is Rs. 90. The value 
of the land will now become Rs. 1,800. Future buyers wiH 
khow that i;hey will have to pay a tax at the rate of 10 per cent 


’ Harrii, The,National Debt and the New Economics., p{». 216-16. 
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on the .rent.* They will therefore offer a smaller sum for^the 
land^o as to get at least 5 per cent on their investment. The 
future buyers will of course be paying the tax every year, but 
it will not represent any real burden tofthem as they have 
paid a smaller sum for the land. He who was the* owner of 
the land would have to amortise, or write off the value of the 

r 

tax. The entire capitalised value of tlie tax will thus be paid 
by the sellers of the property. Of course it is true that if the 
tax is remitted after a number of yeurs, it^.will give a bonus 
to the present owners of the taxed property, since the value of 
their property will increase. * ‘ 

Several conditions must be fulfilled before a tax will be 
capitalised. T.’he tax must be levied on a durable form of 
property whose supply cannot be adjusted at will to the 
changing prices of the property. If the property is not 
durable, its supply will be reduced as a result of a fall in its 
value. Tlie price will therefore rise, and the burden of the 
tax will fall on the buyers. The second condition is that tax 
must be a differential tax in the sense t'iiat there are other 
sources of investment which are not taxed, or which pay taxes 
at a much lower rate. It is the exclusive nofi-general 
character of the tax which makes capitalisation possible. 
Suppose that only the land is taxed, and that there is no tax 
on (say) government securities. The investors may invest 
their money either in land or in government securities, and 
they would get 5 per,cent on .their money when invested in* 
seQirities. They will not invest in land unless they can get 
at least 5 per cent. Hence when a tax of 10 per cent is 
imposed on land buyers would pay 6nly Rs. 1,800 for a land 
which gave a gross rent of Rs. 100 and a rent of Rs. 90 after 
paying taxes. But if ..all the available alternative sources of 
investment are also taxed equally, the buyers of the property 
will have no option to go el^where and get better terms. 
The tax will not be* capitalized'under such circumstances. 
Another feature favo\iring capitalisation is tl^e unexpected¬ 
ness of the tax. If the tax had been foreseen, it would' 
have been discounted from the vefy beginning. But if a 
differential tax is suddenly levied on a durable pr/)perty, the 
sellers will have no option but to accept a reduction in the 
value gf tlpeir property at the time of the salq, . 
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• Thus the tax on any kind of durable* projJfcrty may be 
capitalised, if it is not universal. A general income tax, docs 
not satisfy this requirement, as the tax is general and not 
exclusive. But thi part of the income tax which falls speci¬ 
fically on* property incomes may be capitalised provided of 
course that part of the tax can be separated from the general 
income tax. A differential tax on the rent of land, as we 
have already seen, will be capitalised. In the same way, a 
tax which falls oq the excess profits would be amortised, and 
the selling value of such businesses will decrease. Suppose 
•that a'*company was earning profits at the rate of 50 per 
cent while the normal profit was 10 per cent. The value 
■of the shares of the first company will l)e five limes that of a 
company which earned only normal profits. Suppose now 
a tax is levied, and the excess profits are reduced to 30 per 
cent. The shares of the former would now be only 3 times 
higher than those of the latter. Similarly, a tax on monopoly 
profits would reduce the amount of the profits ; the selling 
value of the mono^ly property would thus decrease by the 
capitalised value of the tax. 

“All old tax” ; It has often been argued by many 
financiers that an old tax is no tax, and that its burden is 

scarcely felt by anybody in particular. Tor 
example, it was often stated that the Indian 
salt duty was an old tax, and as such it was 
* " not necessary to repegil it. We must there¬ 

fore examine the question in more details. There are several 
arguments which go to support this statement. One we have 
already, noted. An old'tax may be capitalised, and though 
the people*are paying the tax year by year, they do not share 
its burden.. But not all old taxes ara capitalised. Only if 
it is a tax on z? durable property, and it is a differential 
tax, it will be capitalise^. * A second argument is that 
advanced by the advocates df ti;ie diffusibn theory. According 
to the theory, ^very tax is diffused throughout the community 
in such a way that it >s not possible toi determine the exi^ct 
incidence of the tax. "|^he ukimatc burden is, by diffusiorf, 
sfiread ovejr' the whole community. An important writer of 
this school has compared the levying of taxes with the opera¬ 
tion of ^lood,-transfusion. After blood is t^k«n from a 


Diffusion, or Ab¬ 
sorption theory of 
taxes. 
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particular v*ein, ft alone does not become bloodless. Tlie 
only f result is that all the veins now contain a smaller 
amount of blood. Similarly with taxes. When a tax is 
imposed on any particular point the bilrden is nofr borne 
exclusively by that point, but is diffused through all the 
points. Hence an old tax will get diffused in pourse of time, 
and no particular individual will feel specially burdened 
because of the tax to the exclusion of others. 

rhe diffusion theory of the incidence pf taxes is an use¬ 
less one. Of course there is no doubt that the effects of 

a particular tax are widely diffused through* 
Crilicism. \ ^ 

out the community as time passes on. But 

that does not mean that we cannot determine the exact 
incidence of a tax. An oki tax is certainly not a burdenless 
tax. When the Indian salt tax was repealed, the price of 
salt fell immediately, and to that extent, therefore the 
consumers gained. Thus an old tax cannot be said to be 
a “no tax”. Of course, it is true that an old tax is one to 
which people have become accustomed "in course of time. 
Hence once they get accustomed to the payment of the tax, 
it is regarded as inevitable, and people do not always keenly 
feel the burden of such tax, as they would do in case of a 
new tax. In the same sense, it can be said that an old sore 
is no sore. But certainly it is no great merit of the tax that 
it is not much felt by the tax payers. There is also another 
argument in favour of an old -tax. The shifting of all taxes* 
takes time, and'much initial disturbance and hardship are 
caused when tax is first levied, and before it finally settles 
down. An old tax has already beert shifted and less settled 
down. But all these arguments lend no support to the state¬ 
ment that an old tax is no tax. 
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PARTICULAR TAXES 

3 

Effects of a tax : The problem of determining the 
effects of a tax is concerned with the ultimate economic 
conditions to wh’ch a tax gives rise. There is a distinction 
betw^.en the incidence and the effect of a tax. The question 
’of incidence relates to the shouldering of direct money 
burden, while the question of effects relates to the influence 
of the tax on the technique of production and distribution 
of incomes and on the willingness and ability to save. T he 
effect of a tax may be studied under three heads ; viz., effects 
on the people’s desire to work and save ; effects on the 
people's capacity to work ; and effects on the distribution of 
economic resources. 

Income tax : its effect : The effect of income tax on 
people's ability to work depends upon the height of the 

income tax and on the classes of income on 
Income-tax and which it is levied. The general practice is 
work anS^savc. ° exempt incomes below a particular l^vel 

from the operation, of the tax, and then 
with the increase in the income, the graduation is steepened. 
'After a certain level is reached, the income is further 
subjecteji to a super-tax. But the rate of tax is nover 
pitched so high as to confiscate the whole of the income. 
So far as this exemption limit is determined with reference 
to the standard of living of the working classes and the lower 
middle classes the operation of this eax cannot be said to 
encroach upon * the necessaries of efficiency. Again on 
moderate income^, the le^/y is very light. Hence incime 
tax does not effect the standard of livin^g^ and therefore 
^ does not redixe the capacity to work.* Now as to the ques¬ 
tion bf its effects on the capacity to save, every tax redu-ses 
the people’s capacity to*save,'so also does income tax. Bifk 
the total capacity of the nation to save may be quite different 
from the individual capacity. If the proceeds of the income 
tax are ntilisod in paying interest on loans talten *by the 
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governmcntl^ then there is a direct transfer of money frdm 
one class of savers to another. This is likely to be saved 
by bondholders who are expected to possess the same propen¬ 
sity to consume as the rich tax-payers, lienee the question 
whether income tax reduces a nation’s capacity to save 
depends upon the question, how is the revenue spent? 
Further, much of the capital of the country is automatically 
saved by joint-stock companies. This part of capital has 
little connection with the questiorf of people’s ability to 
work and save. 

Let us next discuss the more complicated psychological* 
question. How does the income tax affect people’s willing¬ 
ness to work and save? Two extreme views 
Income-tax and are held. One class of writers suggest that 
and save. ^ high rate of income tax reduces a 

person’s incentive to work and save, as a 
considerable part of his income is taken away by tax. The 
other class hold that this tax strengthens the incentive to 
save, since it makes a greater accuniutation necessary to 
provide any given net income or capital sum for the* future 
of the tax payer and his family. The later argument is 
strengthened by the consideration that many well-to-do 
persons desire wealth for the sake of distinction and as 
evidences of worldly success. The imposition of income tax 
will rouse these men to greater activity than before. The 
question whether people will work more or less depends* 
upon the elasticity of demand of a person for his, income, v 
If the demand is elastic, the willingness to work and save 
will decrease, but if the demand is'inelastic the wiUingness 
to work and sa!Ve will, on the other hand, increase. People 
are generally assustomed to a certain standard of living. 
Hence their demand foi^ a particular sum iliust be inelastic. 
So also if the demand for a particular amount of money in 
the old age or for one’s childre’n be inelastic;, saving will 
not be reduced. Of course, it is a fact that there are certain 
savers who are on the margin of dotibt whether to save or 
fiot. The effect of the tax on such a class is bound to be 
harmful. Now, income tax will not diminish the will to 
save of joint-stock companies, which are responsible for 
saving. lai\;e. sums of capital every year. .They are not 
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inJKienced by the same considerations as psivatc.individuals. 
The profits of the company arc assessed at a flat rate at the 
source. The rich shareholders arc further assessed *at a 
higher rate on thei^ total incomes. The poorer shareholders, 
whose incomes are below the exemption level, arc granted 
rebate. The business as a whole does not stand either to 
gain or to lose. Hence the imposition of the tax will not 
adversely affect the savings of such businesses. 

An observation perjiaps would not be out of place here 
on the question of the effect of the tax on the psychology of 
,the saver. When the people become assustonted to a parti¬ 
cular rate of income tax the poignancy of hardship is 
gradually blunted. The rates might seem to be oppressive 
to the first generation, but subsequent generations do not 
feel the effect to the same extent. Income tax Avhen first 
imposed in England gave rise to discontent throughout the 
country though the rate was not very high ; yet now it is 
not felt so burdensome, though the rare is higher. 

Now, we shall consider the effects of income tax on the 
distribution of economic resourses between different employ¬ 
ments and localities. This topic can be conveniently dis¬ 
cussed under three heads, viz., (1) Income tax, and spending 
and saving; (2) Income tax and enterprise ; (3) Incomc-4ax 
and flight of capital. 

Income tax and saving. It is afgued that income tax 
is ar ‘differential’ tax ; it differentiates against saving and 

gives incentive to spending. As the tax is 
Does it UifFcrcn- imposed on cvery kind of saving, people arc 
ding and paving? induced to spend in preference to saving. 

, As this is untlcsirablc from the standpoint 
of capital accumulation. Pigou and Fisher advocated that 
^income saved should be totally exempted from income tax. 
This tax should be levied only on that portion of the income 
tax which is spent. The argument that income tax levies a 
double tax oh savings has been contested by a number of 
•writers including Stamp and Guillcbaud. When an income 
is earned, it will be taxed at a jiarticular rate. If the whol^ 
of* it is spent, there will be no more tax payments. But if a 
portion is saved and invested, the yield from such savings 
will also be taxed. This is not double taxation of savings. 
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To levy a t^x on the interest on savings does not lead^to 
double taxation of such savings. For interest represents new 
wealth produced at subsequent periods of time by means 
of the savings. Hence the same income isj.never taxed twice, 
whether it is saved or spent. 

Income tax and enterprise. It is suggested that income 
tax reduces the inventive to undertake risky enterprises. The 
motive in undertaking risky businesses is high profit. If pro¬ 
fits are reduced by taxation, no one* would undertake such 
businesses. Here also the psychological factor is important. 
No definite judgment can be passed. It is no doubf true, 
that some persons will prefer secure investments to risky 
ones. There are, on the other hand, others who will go in 
for more hazardous business for making good the loss made 
by tax payments. 

Dr. Black has argued that the levy of the tax will 
decrease the expenditure of the rich on luxuries, while the 
proceeds of the tax will be spent for the benefit of the poor. 
The manufactuie of luxuries requires 'more uncertainty- 
bearing than tliat of commodities required by the poor. 
Hence the total uncertainty-bearing to be borne by business¬ 
men will also decline as a result of the levy of the tax.^ 

Income tax and flight of capital. There is the possibility 
that if the income tax is assessed at a very high rate, capital 
will flow to foreign countries. But incomes received fjom 
foreign countries are also liablb to taxation. The owner can' 
escape taxation only if he is willing to go abroad along with 
his capital. The possibility of flight of capital is further 
reduced by the fact that income tax may also be leaded in 
foreign countries. .The same income may be taxed abroad 
and at home—a case Of double taxation. It will* discourage 
foreign investment instcM of encouraging it. 

Now, there is the possibility hat no foreign capital will 
be invested in «die country iniposing income tax. But this 
investment depends on a number of factors) the rates of* 
^n'eome tax at home and abroad, the profitableness of invest¬ 
ment, security in the foreign country, etc. All these factors 


* D. Blac^. The Incidence of Income Tax, p. ZZb. 
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I determine such investment. No categorical judgment cither 
way can be passed. 

Death duty ; Another important method of direct 
taxation is the taxAtioii of property passing at death. 'Fhe 
examples of this method of taxation are the English Death 
duties and th^ American Inheritance Taxes. In England 
the Estate Duty varies witii the value of the estate left; 
and the Legacy and Succession Duties vary with the degree 
of relationship, ^earet relations pay a lower rate of the 
duty tjian other distant relatives. In America, irilieritance 
tax varies with the value of the estate left. Leaving aside 
the question of incidence, let us note tin* effects of this tax 
on production as a wliolc. 


As the death duty is liable to be assessed at a high rate 
only on big inheritances, its effect on the savings of the 

lower classes of people is not serious. Of 
sa^ngs*^ course, the legatee who is liable to pay the 

duty will be unable to save so much capital 
as is spent for the payment of tax. But every high tax is 
of that’type, this is notliing peculiar to death duty. Many 
persons are of opinion that income tax is better than death 
duty in one respect, viz., income tax is paid out of income 
while death duty is paid out of capital. 'This .argument“Is 
clearly wrong. A higli tax, whethe’^ it is income tax or 
dea^r duty, is likely to encroach on capital. Income tax is 
paid out of potential capital ; “while estate duty is paid out 
of preserjt capital. Further, when death duties arc provided 
for by annual insurance there is no dilference between a 
death duty and an income tax. 

As regards the effect of death duty on the willingness to 
save, it is less deterrent than income tax. Death duties are 

to be paid sn the future and not in the 
r^car future as in the. case of income tax. 
We visualise the distant future less clearly 
than ^he present or the near future, i^urther, the payment 
will be made not by the person saving, but by the legated,^ 
Death duty allows the person to enjoy his wealth during his 
life time and does not effect the prestige of leaving a large 
property at deaths From all these considerations, it may be 
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concluded that death duty will aflFect the willingness to iJave 
in a less degree than income tax. 

The effect of the death duty on the psychology of the 
legatee will be perhaps to induce him to work harder. If 
the exactions are heavy, he may try to make good the 
encroachment on the estate by the duty. If the legatee, 
however, is a distant relative, the prospect of a big lagacy 
is not likely to reduce his will to save and work very much. 
That legacy is in the nature of a windfall to him, and so 
long as the estate does not actually reach him, he can scarcely 
take such a legacy to be a certainty, and reduce his work on 
that score. 

Rignano scheme : In the preceding argument it is 
assumed that death duty checks to some extent the desire to 
save. In order to mitigate this evil effect of the duty on the 
psychology of the saver. Professor Rignano, an Italian writer, 
has suggested a scheme of death duty. The scheme is briefly 
as follows. The tax on an inherited property should be 
graduated according to tlie number of times it has already 
changed hands by inheritance. If A left property ''vhich he 
had himself earned to B, B would take (say) two-thirds of 
tli^* property and the state one-third. When B leaves this 
property to C with some additional self-earned property, 
C would get one-third'of the property inherited from A and 
the remaining portion of A’s property would be taken b^’ the 
state. But of the personal property of B, two-thirds will 
go to C and one-third to the state. On the death‘of C the 
whole of the property left by A wUl be confiscated by the 
state. Thus the whole property goes to the state after it has 
passed through the hands of (say) two heirs. The assump¬ 
tion underlying the scheme is that a person cares more for^ 
his descendants of the first degree than for his remote descen¬ 
dants. The prospect of confiscasion of the property after a 
few generatioris will not so seriously affect the desire to 
save, as the prospect of confiscation in the next generation. 
yOn the other hand, since B knows that a great part of A's 
property will be taken away by the state, he will probably 
work harder and save more in order that his heir C's 
standard pi living may not fall. Thus instead of having 
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bit! psychological reactions, it may actifally Increase the 
desire to work and save. » 

The scheme is bound to present many admiitistrative 
difficulties, but weffi:ave the weighty opinion of the Board of 
• Inland Revenue in England that “it would 

Some objections not bc impracticable to introduce in the 
iwno^rhcmc. country an effective scheme of death duty 

taxation on the lines of the RignanQ 
proposal.” On grounds of equity, an objection is raised. 
Let us suppose that B inherits from A Rs. 50,000 invested 
•in shaifes of companies, and that during B’s life-time, those 
companies fail, and the value of the inherited property 
becomes nil. But afterwards by his efforts B amasses * a 
considerable fortune. Will then B’s property be regarded 
as inherited and taxed at the liighcr rate, or will it be 
regarded as B’s self-earned property and taxed at the lower 
rate? If the second course is adopted, every inheritor will 
pretend that his inherited jjroperty has depreciated in value. 
Much fraud and evasion will be practised. 

Dalton points out that the person, after whose death the 
property will be wholly confiscated, may totally dissipate the 
property during his life-time. For that reason he suggests a 
modification of the plan. An additional charge equal to'Vlie 
amount payable at the next passing should be made on the 
net amount of the wealth after the ordinary duties have been 
pai(3r. In exchange for this additional charge, the beneficiary 
would receive from the state a terminable annuity, anti the 
annuity to be paid by the state would be terminable with 
the beneficiary’s life. “Theoretically the heir would be no 
worse off in regard to income, hut on his death the state 
would be assured of the capital sum.’i 

> Taxation of \ineamed increment : It has been proposed 
to tax the unearned increment in land values. The value 
of a particular plot of lana.may increase owing to improve¬ 
ments made by the owner. It may also increase because of 
the progress of the society without any effort on the part of 
the owner. As wealth ,and population increase, prices otf 
crops go up: This causes a rise in the rent and the value of 
the land. This is specially prominent in the case of urban 
sites. Urban sites in the heart of the city, sitt« through 

37 
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tvhich ‘new roads' have been constructed, and parks operied 
out,-*-all increase in value and often to abnormal heights. 
The growth of towns causes large increases in the value of 
land in and near about them. These increases in the value 

f 

of land are just like windfalls; as they are due to the acti¬ 
vities of the society, it is not inequitable tl^t state should 
take away such increments from the present owners who 
■have done nothing to contribute to the rise in the prices of 
land. ' t 

The unearned increment is regarded as an ideal tax 
from several points of view. One has already beeh men¬ 
tioned. The owner of the land has done nothing to claim 
the increment which has been wholly due to social action. 
There is nothing unfair in imposing a tax on an increase 
of wealth not due to good management, or to foresight, but 
only to a stroke of good fortune. A second reason is the 
unexpected character of the increment in land values. 
Hence the tax will offer no inducement to change the supply 
of land, or the willingness to work on the part of the owners. 
It will, therefore, cause practically no diversion ■ of the 
economic activities of the people. 

The question, however, is more complicated than it 
appears at first sight. It is quite possible that the future rise 

in lapd values has been foreseen, and has. 
Its effect on the therefore, been allowed for in the present 

will to S.'lVe. . ’ . r , » rT-., , ^ h 

buying price of land. The buyer may 
have foreseen the pos.sible development into a building site, 
and may therefore have paid a price above the value of the 
land in its existing uses because of t'he chance of its develop¬ 
ment. Part of the^ increase in price that he gets then is not 
a windfall, but accumulated compound interest- on his old 
investment”.^ If such be the case,—and oil'e cannot be sure*- 
that this is not the case,—then the search for the ‘unearned’ 
portions of economic rent is almost an impossible task. 
Another serious difficulty is that it is not always possible to 
distinguish clearly between the uneailaed increment, and the 
Sidditional value created by the improvements made by the 
owner. Land is not a self-directing factor. The'ewner must 


• Rdbins^n. > Public Finance, p. 66. 



PARTICULAR TAXES 


579 


’ pefform some work ; he must plan for ifs use^ and make 
improvements on it. So what he receives from laiui is 
partly rent, and partly a composite income consisting of 
wages, interest and profits. To separate the earned from the 
unearned increment would tax the skill of the best brains. 
The Finance Minister, in his zeal to gather the whole of 
the unearned portions, would inevitably cross the shadowy 
line between earned and unearned increment, and would 
not only cause mijch injlistice to the individuals, but would 
also diminish the productive effort of the people. It has also 
been afgued that the payment of the unearned increment 
is often necessary to secure the rapid development and the 
best utilisation of the land resources of a country. The lure 
of the unearned increment has guided the footsteps of many 
a pioneer. It has encouraged foresight, and has acted as a 
force directing the possession of land into the hands of those 
best able to use it effectively. If a tax carries away all these 
increments, there might be a difficiency of incentives to the 
best development o*f land. 

A more serious objection is that land is but one form of 
investment to a person. There are ‘unearned’ portions in 
every form of income. There is an element of surplus in 
the high salaries of the Cinema stars or in the interest p**'/ 
ments, etc. Why not tax them equally as in the case of 
land? To put a special tax on land is to discriminate between 
difpCTent kinds of investment.^ And this is unjust to the 
present owners who will have to bear the whole capitalized 
value of the tax. The tax is inequitable for another reason. 
If the state takes away the whole unearned increment, is it 
not just thht it should compensate the owners whose lands 
decrease in» value? Is it equitable that the state should 
>«dopt, with regaitl to the existing owners of land, the policy 
of “heads I win, tajls you lose?” 

All thes^ difficulties *povit to the impossibility and 
inadvisability ©f taxing the whole of the unearned increment 
of land values. But there can be no objection if the state 
takes away in taxes only»a part of the unearned increment* 
and possibly the major portion of any future increment in 
land* values. There is, as Taussig points out, no vested 
interest m the/uture. And until the "ideal” tgix,ifref fromt 
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all blemishes and difficulties, is revealed to us, the tax •-on 
the .unearned increment may be accepted as the next best. 

Taxation of undistributed profits : It is the usual 
practice with joint-stock companies to iiitain a certain per¬ 
centage of their gross profits and to carry it forward in their 
reserves. These profits are not distributed among the share¬ 
holders in the form of dividends. Attempts have been made 
in a number of countries to levy a tax on such undistributed 
profits. ‘ 

Faxes on undistributed profits have been levied for a 
variety of purposes. Apart from the desire to raise ^ certain 
amount of revenue, these taxes have other objectives. In 
tfic first place, such taxes are levied to prevent an unwise 
accumulation of profits in the reserves and to promote a 
better use of capital funds by the companies. Secondly, they 
may be levied to force the companies to declare larger 
dividends and so to strengthen the purchasing power of the 
consumers during a period of depression. Thirdly, they may 
be levied to remove the possibility of a wealthy shareholder 
of a company avoiding the payment of personal • income 
taxes by allowing profits earned to be accumulated in the 
reserves. If a substantial part of the undistributed profits 
distributed among the shareholders through the payment 
of higher dividends, the rich shareholder would have to pay 
large amounts in income taxes. But if the profits are 
ploughed back into l;he reserves, the shareholder woulh not 
have to pay income tax at higher rates, while he will benefit 
from the higher prices which such shares would command 
in the market. The shares of companies with large, reserves 
would rise in the share markets. Lastly, taxation of undistri¬ 
buted profits is also lyadertaken for the purpose qf regulating 
the investments of joint^tock companies in various ways. • 
One way to avoid the payment of the tax will be for 
the companies to declare hjgher dividends ^to the share¬ 
holders. If this* is dqne, the aggregate amoupt of corporate 
sayings would decline. The effect on the total savings of the 
«country would depend on the extefit to which shareholders 
save their extra incomes. As most of the shareholders are 
in the higher income groups, there is no doubt that a sub- 
(►tagtiaji p^rt of the extra dividends would be^savedby them. 
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Budt*either when this 'effect is taken into censideratioji, this 
tax is likely to result in some reduction in the total volume 
of savings in the community. • 

Wijl the decline in corporate savings affect capital 
formation .adversely? It has been urged that the tax on 
undistributed profits would restrict and curtail the supply 
of capital for bhsincss purposes. A part of the accumulated 
reserves is often utilised by the companies to finance reno¬ 
vations and extensions tof their plants. If these reserves 
are depleted by tax payments, or through increased dividend 
paymehrfis, the companies will not then be in a position to 
finance these operations out of their own assets. Moreover, ■ 
these reserves act as “cushions" on which the companies can* 
lean upon during periods of depression. If these reserves: 
decline, business concerns would be in difficulties, when for. 
any reason, the demand for their products decreases. The 
tax would, therefore, exercise an adverse effect or the fortunes 
of business concerns. 

This, however, “misconceives the process of capital forma¬ 
tion. The supply of capital for purposes of investment 
depends'to a large extent on the expected profitability of 
business concerns. If a concern looks sufficiently profit¬ 
able, it will be able to raise the necessary capital fspm 
the money market in spite of the decline in corporate 
savings. Taxation of undistributed ^Drofits does not lower 
the^profitability of business copcerns. Moreover, as this tax 
leads to the declaration of higher dividends, it may raise 
consumpliion to some extent, especially during periods* of 
declininjg demand. By sustaining and even increasing 
consumption at a time of declining demand, this tax is 
likely to increase the profitability of business concerns, and 
^o to exercise favourable influence on the formation of 
capital. As regards the “cushion” argument, it might be 
pointed out that ‘the possession of large reserves does not 
always mean ^ that the company wojild Mve large cash 
'resources at its disposal. It is only thp possession of .such 
large cash resources that will enable business concerns t<». 
f*e the dipculties of a depression in demand. 

The capital gains tax : The profits obtained by indivi¬ 
duals fro^p the sale of a security or any other asse^ have alsa 
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been subjected tc taxation in a number of countries. When 
a pepon buys a lot of government securities at (say) Rs. 80 
per security, and sells them at Rs. 85 per security of months^ 
later, he is making a capital gain. Normally this shojild not 
be regarded as part of his income, and 'is not,. therefore, 
assessed to income tax. If a special tax is levied on these 
capital gains, what will be the efEects of such a tax on the 
economy of the country? 

When the capital gains tax is levied, the provisions are 
also made for offsetting capital losses against any gains. 
For example, in the U.S.A., corporations were alloiVed tO; 
offset capital losses against gains, and unused capital losses^ 
could be carried over for the five succeeding taxable years 
and written off fully against gains or income upto $1,000 
a year. 

It has been urged that this tax discourages the making^ 
of risky investments. People venture their capital into risky 
enterprises on the expectation of receiving large capital 
gains afterwards. In so far as this tax reduces the amount of 
such capital gains, it will discourage the flow of capital into 
risky investments. But the provisions regarding offsetting 
any losses against gains or incomes would neutralise any 
discouraging effects. Investors know that if they 
'undergo losses, they will be able to make substantial tax 
savings by offsetting shch losses against any future capital 
gains or income. In view of,these considerations it caiinot. 
be stated that this tax would discourage the flow of capital 
into risky investments. ‘ 

The tax may, however, exercise some adverse effect on 
economic stability. During periods of rising prices on the 
stock exchanges, seller who are making capital,.gains have 
to bear in mind the burden of these tax payments. They^ 
will, therefore, charge still higher prices for the securities. 
Among the buyers, a certain percentage Will buy the secu¬ 
rities probably'o‘n acepunt of the prospective dividend pay¬ 
ments. If the expectations about future;, dividend payments ’ 
^re bright, they may not hesitate to pay higher prices. For 
those buyers who buy for the purpose of deriving future 
capital gains, the expected tax liability is, more or less, 
indefinite, pnd will occur only when capital gains arp actually 
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obtj\iried. They may not, therefore, hesitate^to pa^ the higher 
prices. As a result, the tax may aggravate price rises. ’When 
the share prices are moving in a downward direction,* the 
levy of the tax may accentuate the decline in share prices. 
The sellers may not be unwilling to accept still lower prices 
as they know that they will be able to offset the resulting 
losses against future gains or income, and thereby save 
something on their tax payments. 
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PUBLIC CREDIT 

Public debt s It has already been mentioned that one 
of the sources of public income is public debt. It is necessary 

to point out the differences between public 
Difference be- credit and private credit. In the case of 

Iwccn public anti ii-ii i -i ii i 

private credit. public debts, the State IS the debtfiti, and 

this fact has important consequences. The 
state has sovereign power, and can, therefore, compel its 
subjects to lend to it. The state, moreover, cannot be com¬ 
pelled to pay its debts like an ordinary individual. Secondly, 
the state lives for ever, and may, therefore, contract a perpe¬ 
tual debt,—a thing which is impossible for a private indivi¬ 
dual to do. Thirdly, a state can borrow from an external 
source, or from an internal source by raising a loan from its 
subjects, or by printing paper notes and declaring them to 
be legal tender. T.'he individual can only borrow from an 
external source. He cannot borrow from himself, or he 
cannot issue I.O.U.’s and declare them to be legal tender. 

There are other fundamental differences between the 
public debts and private debts. Public debts have far- 
rcaching consequences upon production and distribution:*of. 
a country. The repayment of a public debt is not made 
acebrding to judgments derived from private loan operations. 
It is quite conceivable that the reduction of public debts 
may not only reduce the national income of a coyntiy, but 
the fiscal position of a state may also deteriorate more by the 
repayment of a debt than by raising further loans. 

From the point of view of ^:itizens, taxation and borrow¬ 
ing possess important differences. The raising of public 
debts gives the individual a futute claim on th^ government 
for interest and repayment of the smn borrowed; whereas 
t^kation would not give rise to., such claims. Of course, it is 
true that tax-payers as a whole have to find the money to 
pay interest and the capital by contributing larger taxes in 
the future. But the amount that any tax-payer woul^d receive 
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OV ♦ account of intcfest payments might exqped his tax- 
payments. Moreover, he can use the government securities 
at any time for raising funds. From the point of viow of the 
^overninent, there^is this advantage that if the required funds 
arc to be, raised •by loans, they would be paid with less ill- 
feeling than if they were to be paid in taxes. 

An important theoretical justification can be found for 
public debts. Loans arc usually raised by the government 
during those times wh<;n some extraordinary expenditure is 
to be made, and \frhich cannot be met from ordinary revenues. 

, Suppose that the government would have to pay a war in¬ 
demnity, and that the sum to be paid is distributed among 
individual tax-payers. The share assigned to each taxpayer 
then becomes an extraordinary expenditure for which he 
must make adequate jjrovision. The individual concerned 
would perhaps raise loans to cover this extraordinary ex¬ 
penditure. There is no doubt that a single loan raised by 
the state to pay the indemnity would be far superior to that 
of a series of private loans. In the first place, public loans 
could ,bc raised at lower rates of interest than a scries of 
private * loans. Secondly, since public loans have, unlike 
private loans, no fixed maturity date, or a mucii longer 
maturity-date than the latter, holders of public debt 
possess a double advantage in that they may either hold 6rr“ 
to a stable investment, or they may'realise the loan at any 
.tiHUrC with greater facility than in the case of private loans. 
“In fact, because of the easy negotiability and the com¬ 
parative? stability in the prices of governmental securities, 
the floatation of public loans often renders subsidiary 
services in facilitation of credit operations between private 
individuals."* 

** r-T’i ® • 

, Classification of public debts : There is no uniform classi¬ 
fication of public debts. They have been classified by 
■different writers Into voluntary and forced loans, productive 
and unproductive loans, funcled and^ unfunded or floating 
’ loans, annuities, l 9 ttery loans, etc. yoluntary loans and 
forced loans explain rhemselves. In England in the I'hji 

‘ De Vitti De Marco. First 'Principles of Public Finance, p. 294, Ch. I 
of Book V of this Ijook contains a novel and admirable discussion of the 
utility of public ^loans. i 
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century force,d loans were often levied.' Public debts have* 
also been classified into productive debts and dead-weight 
debts.' Productive debt is a debt which is fully covered by 
the possession of assets of equal value. A deadweight debt 
is that debt for which there are no assets dn the hands of 

I 

the public authorities. The interest on productive debts- 
is paid out of the income of the assets, while the interest on 
dead-weight debts is paid out of the general revenues of 
the state. 

« 

Mrs. Hicks has classihed public debts hito three classes, 
viz., dead-weight debt, passive debt, and active debt. ^Dead¬ 
weight debts are incurred in consequence of expenditures 
which do not increase the productive powers of the country. 
Passive debts are those loans which have been spent for 
purposes that do not yield a money income or increase the 
productivity of the country. But these debts have been 
invested in such a way as to yield utilities and enjoyments, 
such as public buildings, parks, etc. Active debts have been 
invested in such a way that they yield a money income, or 
increase the productive power of the country. 

At the present moment, the most usual classification is 
that between funded and unfunded or floating debts. There 
are three different senses in which these terms have been 
According to Adam Smith, unfunded debts are those 
debts which have been borrowed by the government “without 
assigning or mortgaging any particular fund for the payment ^ 
of the debt”; while funded debts are those debts against 
whith particular funds or sources of revenue have been 
pledged. But modern writers do not make such distinction 
between these t\^o classes of debts. Usually, the expression, 
"unfunded debts' is used to mean those loans which are^ 
repayable within a comparatively short peripd, (s*ay) a year. 
Funded debts are loans repayable after a long period of time.' 
The distinction is of .course not ‘rlear, for the expressions, 
‘short period’ and ‘lon^ period', do not refer to* a particular 
period of time. There are people who would‘classify debts ■ 
h^'^ing a maturity o^ 3 to 5 years ar^iong unfunded debts. 
Strictly speaking, only debts repayable within a year should 
be classed as unfunded debts, and debts maturing after a 
longer period should be regarded as funded debts. Treasury 
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Bills (usually repayable within a maximiun period 9 £ three 
months), Ways and Means advances from the Central Bank 
to the Government (being repayable within the fiscal year) 
are examples of ij^funded or floating debts. It should be 
noted th^t in English oflicial language, the terms are used 
in a special sense. Funded debts are those loans the principal 
of which the 'government is not under any obligation to 
repay at any time, and on which the government undertakes 
to pay interest only. ,In other words, funded debts are 
permanent loan^, like the British “consols”. Unfunded 
, debts* are debts whose principal will be repaid on some 
fixed date. 

The government may also borrow money upon annuities. 
The government borrows in a lump sum at one time, and 
agrees to pay a specified sum for a number of years. A 
favourite method is that of a life annuity. The government 
undertakes to pay every year a certain sum of money on 
account of the repayment of the loan during the lifetime of 
the creditor. When the annuitant dies, the debt is taken as 
discharged. Another variant is the lottery-loans. There are 
many fdrms of lottery loan. Prizes may be awarded out of 
the interest, or principal. In this way, the government may 
exploit the gambling spirit of the people, and thus 
a profit. 

Public debts have also been classified into external and 

^ # 

'internal debts. Internal debtsf are loan* raised from nationals 
of the q)untry, while external debts are raised in a foreign 
country. In the case of the former, the payment of interest 
and the principal means' only a redistribution of the national 
income ; Ae expenditure on this account,is simply a transfer 
expenditure. Whereas in the case of &he latter, the payment 
'of interest, etc., ftieans the transfer of wealth to the foreigners. 

Occasions for public borrowing : The function of public 
credit is to Serve as supplement to other sources of public 
. revenue. Ndw the question is,—wHen should the public 
authorities take recoupe to borrowing^ * ^ 

• Practical expediency plays a large part in this matter. 
There are times when no further money can be raised by 
taxation^withoul difficulty. In such cases there js no other 



588 


AN INTRODUCTION TO ECONOMC THEORY 


aUernat,ive but to borrow. Apart from such questions' of 
expediency, there are occasions when public authorities can 
take recourse either to borrowing or to taxation for raising 
a given sum of revenue. Now the problem is to determine 
the principle according to which public authorities would 
be guided in choosing between the two alternatives. 

In the first place, loans may be contracted in order to 
cover a deficit resulting from an unforeseen emergency. To 
obtain revenue through the machinery of taxation requires 
a certain period of time. If any emergency calls for prompt 
action there is no other alternative but to borrow. rLoans 
should be contracted to meet the deficit incurred for main¬ 
taining full employment in the country. The government 
may have to spend large sums to increase effective demand 
on the onset of a depression. Loans may then be contracted. 

In the second place, borrowing is permissible in 
financing an emergency, the cost of ^vhich is so heavy that 
the proceeds of taxes would not be sufficient to meet the 
necessary expenditure. As for instance, ill conducting a war 
sufficient revenue could not be raised by taxation. alone 
without damaging the economic system. 

A third occasion for borrowing is for embarking on 
coijjnlcrcial enterprises by the state, which may be productive 
of much revenue from which interest and depreciation 
charges can be met. * Of course, the propriety of such 
borrowing depends upon the quality of public raanagemtlit., 
Supposing that public management is as efficient as private 
management, such undertakings by public authorities are 
completely justified. Loans contracted by the Government 
of India for railways or irrigation works are productive in 
this sense. 

I * 

Fourthly, the use o| public credit is advocated for. 
financing those projects which are of general social advantage. 
It is advisable to utter a word of warning re^rding such 
expenditures. Biiildiijg of hospitals, schools and highways 
may be sometimes urgently necessar^^ . If the outlaye on 
sisch expenditure are so large that a^heavy tax would retard 
industry and dislocate the smooth business life the conf- 
munity, then recourse may be had to borrowing. Credit 
spreads thq burden over time and thus lightens it, 
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Loans vs. Taxes. 


' * Loans vs. taxes as methods of war finance : U i.s sug¬ 
gested by many able economists that the financing c\f war 
should be carried on mainly by taxation. The mdin argu¬ 
ments •that are pilt forward are as follows; — 

First'^ it is argued that heavy taxation would check 
extravagant and unnecessary consumption. The rich should , 

be made to pay taxes on a progressive scale, 
so that the poorer classes would not have to 
curtail their standard of living. 

Secondly, taxation avoids the inflation of credit and 
prices;*which loans must bring about when undertaken on a 
large scale. By taxation there is a transfer of purchasing 
power from one set of persons to another. So the chances 
of inflation are as small as possible. Borrowing on a small 
scale also does not bring about inflation. But when new 
purchasing power is cfeated, whether by direct issue of incon¬ 
vertible paper or by bank credit, prices are raised. A rise 
in prices reduces the values of all incomes. The result is 
that inflation is a hidden tax proportioned to income wliich 
acts not by reducing the purchasing power in the hands of 
individuals, but by reducing the value of their incomes. 
This form of taxation is inequitable because it is regressive. 
It falls more heavily on the poor than on the rich. Tb 
argument, it may be replied that an all-tax policy cannot 
avoid inflation entirely. The taxes are paid in many cases 

• heavy borrowing from the bank?}. But the extent of 
inflation will be of course smaller in case of taxation. , 

Thirdly, this method would offset “the conscription of 
man-pQwer by parallel tonscription of incomes and capital.” 
This argimient is examined in the discussion of capital levy. 
Fourthly, it would avoid the j^ubsequent burden of 

• heavy post war taxation to pay the debt charges. When the 
prices will fall, the real h,inllen of debts will increase. 

The arguments are, df epurse, wdighty. But there are 
serious difficulties in carrying out this policy. I'hc taxing 
• machinery, for example, cannot be suddcply 

c^^^ustified throWp into high gear to meet the immfe- 

. ■ diate needs of war. How do we get extra¬ 

revenues? The rates of old taxes might be raised. But an 
increase* in the'rates of taxes will not always increase the 
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revenue. Iil mat'ters o£ taxation, as Adam Smith poiiitM 
out long ago, two and two do not always make four; they 
may malte simply three. Of course, recourse may be had 
to new taxes. But this takes time, and'*the needs of war 
cannot wait. Some borrowing is therefore essential. But 
the most serious difficulty is that the expenses of a modern 
war reach such astronomical figures that any system of 
taxation which wants to raise the whole of them by taxes 
would be so burdensome as to crush‘the people. According 
to Seligman, to raise even half of the costs of the war, 
confiscation of all larger incomes and of all business'profits 
would not have sufficed. That loans lead to inflation, and 
that inflation is a serious evil is not doubted. But inflation 
has this merit that it makes men work. Heavy taxes would 
hamper industry, and would dry up the sources of capital 
just at the time when all the resources of the country should 
be utilised to the utmost to carry the heavy burden of war. 

On the whole, it is .safe to conclude that some degree of 
combination of the two methods is the wisest means for 
financing war or any other serious emergency. The policy to 
be pursued should be a tax method assisted by a loan method 
rather than a loan method assisted by a tax method. 

flurden of public debts : The direct money burden of 
an external debt is measured by the total amount of pay¬ 
ments of interest on the capital made to 
debt more burden- foreign Countries; while the real burden' 
than a" inter- consists in the loss of economic ^ welfare 
which these money burdens involve. The 
direct real burden varies according tb the proportion, of pay¬ 
ment of taxes b^ different classes of the society. If the pay¬ 
ments are mainly made by the rich, then real burden is less 
heavy than when the payment is mainly mfide by the poor.* 
An external debt is in the nathre of a debt incurred by an 
individual. The goods which ^re required .to meet the 
foreign debt go out of.* the country. The country, just like 
an individual, becomes poorer to that extent. But if the 
^bods have been provided by the ricl?,*the real burden to the 
community becomes less heavy. 

The indirect burden of the community from the pay¬ 
ment of the e^cternal debt and of interest consists in the check 
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td 'the productive power of the community, first,'' by the 
export of a larger quantity of goods ; secondly, in the check 
to public expenditure perhaps in some profitable direction. 

Tlie case of> internal debts is often assumed to be quite 
different.* The payment of internal debts and of interest 
involves only a transfer of purchasing power from one group 
•of persons to another. So there is no direct money burden. 
But the direct real burden may be considerable. Taxes 
are paid by alb classes of persons, while loans are given 
usually by the comparatively richer persons. Hence when 
’ internal debts are being repaid, there is a tramfer of wealth 
from the society as a whole to the richer classes. The real 
burden is, therefore, considerable in so far as this tends to 
increase the inequality of incomes. 


Burden of 
internal debt. 


an 


The indirect burden of the internal debt depends upon 
the effect of taxation levied for paying debts upon people’s 

ability to work and save and upon their 
willingness to work and save. People’s 
ability to save is not much affected ; on the 
whole k increases, because the money paid for loans will be 
saved. The propensity to consume is less on the part of the 
lenders to the government than in the case of ordinar)* tax¬ 
payers. People’s ability to work on the other hand may be ‘ 
much affected because taxes may entroach on the standard 
oWiving of many people. Their desire to work and save may 
also be considerably reduced by taxation. On the whole, the 
indirect burden of external debts is heavier than that of the 
internal debts. ® 


Thci^ is a further point to be considered in connection 
With the burden of debts. Large debtr are usually contracted 
' * during wars, which are generally periods of 

burden of debt." ^ prices. If these loans continue to 

a period ci falling prices, ^there is a double 
loss to society^ First, so far as the iionvinal value of the debts 
is concerned, a greater amount of real •wealth is paid at 5he 
time of repayment thrfp, what was actually borrowed durin’g 
a period of high prices. Secondly, the interest rate during 
a period of high prices is generally high and that becomes a 
very heavy burden during a period of low prices.^ 
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Does an'internal public debt impose any burden? : The 

vast majority of tiie classical economists regarded a large 
public debt with considerable alarm. In recent times, a 
number of economists have expressed thfr opinion that the 
public debt is not a burden. Dr. Lerner, ‘for example, has 
staled that the size of the national debt (when held by the 
citizens of the country) “is a matter of almost no significance 
besides the importance of maintaining full employment”.** 
The public debt is not a burden lx:causc the payment of 
interest or the repayment of loans means only a transfer of 
wealth from one group of citizens to another. Every debt 
has a corresponding credit, and there is usually someone to 
whom the debt is due. This has, however, been contested 
by Dr. Moulton, who in his “The New Philosophy Of Public 
Debt,” has argued that if the taxes levied by the government 
to pay interest are not a burden, then interest payments by 
the corporations should not be considered a burden either. 
But this analogy between corporation finance and govern¬ 
ment finance is not a correct one. What the corporation 
pays out does not find its way back to the corporation^ But 
what the government pays out for servicing its debt payments- 
finds its way back to the people. Those who consider the 
^vy of taxes to pay interest charges as a burden neglect the 
favourable effects of the expenditure on account of the debts 
on monetary supplies, income and savings. When these 
favourable effects arc ^aken into consideration, the burderi of 
public debts Avbuld be very much less than is usually 
assumed. 

On the other hand, to say that the public debt is no¬ 
burden at all IS going to the other extreme. It assumes 
away many things. An internally held publici debt may 
affect the economy at th<? time of borrowing, at the time of* 
the spending of the proceeds by the government, at the time 
of servicing of, the debt and of fTcpayment. If-heavy taxes 
are levied for paying the interest and the capital of the public 
debts, this is bound'* to affect incentives to enterprise and 
saving. Dr. Lerner makes tod littls* ’’of the taxes levied to 
pay interest. In fact, no straight answer can be given to the 


• The Edunottics of Control, p. 302-3. 
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qi\ejjtion regarding thb burden of public debts. ,The .answer 
depends on many considerations. Prof. Hansen has stated 
that the burden of public debts would depend to *3 large 
extent on the distribution of the debt and the incidence of 
the tax burden.® * 

Economic effects of public borrowing : The economic 
effects of public borrowing depend upon several factors. 
Among them these are of special significance, (a) the volume 
of loans and the source of such loans, (b) the purjxise for 
which loans arc contracted, (c) the rate of interest and (d) the 
terms l?nd methods of repayment. 

TL’he size of the loan is the most significant factor. If 
the loan is small, the sum can be provided by the floating or 

idle funds of the country. In such a case 
The size of the there is no shrinkage of capital for invest- 
nomic ^elfccts!^ ment. On the other hand, if the loan is 

very large, people may divert their capital 
from commercial investments to government loans. In so 
far as this happen's, there will be a restriction of future 
capital outlays, resulting in the fall in the national income 
and increased unemployment. In much borrowing no new 
purchasing power is created. All that is done is mere transfer 
of resources of the community from one direction to 
another. But if the government takes recourse to the crea¬ 
tion of new purchasing power it has still more disastrous 
consequences. Creation of additional purchasing power 
means inflation and a rise in the general price-level; it leads 
to inequality among different economic clas.ses which is the 
inevitable consequence of any sudden dislocation of price- 
level. Further, the currency may depreciate to a consider¬ 
able extent so much so, that even by deflation the government 
piay not be able to restore the normal value of the currency. 

The second factor of importance is the purpose for which 
loans are created. If the* loans arc ’spent ^qn productive 
expenditures, then on the whole the loans may not be un- 
remunerative and may be justified. But if they are spent 
on unproductive expenditures such as wars, etc., such loans 


* Fiscal Policy and Business Cycles, pp. 155-59. Also his book. Economic 
Policy and ^ull Employment, Ch. XXII. 
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are dead-weight ljurden on the society. By productjv^ 
expenditure, the increase in the productive capacity of the 
counti?y as a whole may more than compensate for the 
temporary losses undergone by the peoplp. Unproductive 
expenditure by loans is more wasteful than'such expenditure 
by taxes ; because loans carry interest charges while* taxes do 
not leave such a legacy. 

The rate of interest is important in the sense that if 
the rate be high and the loan large, 4;hen a big portion of 
the annual resources of the country may be devoted merely 
for the payment of interest. This is quite uneconomicaP,; Big 
loans are generally contracted during periods of high prices 
and high rates of interest. During the period of low prices 
the repayment of such debts with interest becomes very 
much burdensome. 

The full discussion of economic effects of debts is closely 
interwoven with economic effects of repayment of such debts. 
One thing should be borne in mind in connection with 
repayment of debts. The debts are easy of repayment in a 
period of high prices. During a period of deflation, the real 
burden of the debt increases and the taxable capacity" of the 
country shrinks. Hence such a period is not suited for the 
repayfnent of debts. 

Methods of debt repayment : Every repayment of debt 
presupposes a surplus in the budget. If there is a surplus, 
that surplus might ber employed in purchasing the bonds 
from the market and destroying them. But this scheme 
takes matters too easily. Hardly there is any government 
to-day, which can devote considerable part of its revenue to 
the repayment of debts. So we shall here discuss sonie other 
methods by which the burden of debts can be lightened. 

(a) Sinking fund : This n;iethod of debt repayment 
dates back from the time of Pitt. "The original meaning of 
the term was that a fund was accumulated during the life of 
the debt with a view (?b redeem the principal* out of it at 
its maturity.- The fund was allowed to accumulate at a 
compound rate of interest. The anntial interest on the loan 
was paid from the revenue of the state. After a tew years 
when the accumulated sum of the sinking fund became 
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equal to the loan made, repayment was effectai. ^ut this 
magic of compound interest often did not agree with the 
logic of facts. While a sum was to be set apart for creatirtg 
a sinking fund, th^exchequer might have to incur new loans 
bearing higher r3tes of interest. Hence such a scheme was 
highly impracticable. 

t 

In modern times the method of redemption by a 
sinking fund is quite difEercnt. Certain funds are earmarked 
for debt redemption artd they are applied annually to the 
reduction of some portion of the capital sum of loans. There 
•is no Idnger any attempt to carry this fund to the maturity 
of the debt and to accumulate it at compound interest. As 
the capital is gradually reduced year to year, the future 
interest payments become less heavy and more sums can be 
directed towards the redemption of the loan. 

The method is widely used. But the real problem is 
that in times of difliculty, the harassed Chancellor may, 
instead of taking recourse to unpopular measures of taxation, 
encroach upon the funds set apart for the reduction of debts. 
Further^ a country that is heavily burdened by taxes can 
at best hope for a very slow reduction of its debts by this 
method. ^ 

(b) Conversion of debt : This method consists in con-' 
verting a loan bearing a given rate of interest into another 
bearing a lower rate of interest. It has been pointed out 
already that debts are generally contracted during a period 
of high prices when the rate of interest is high. Therefore 
it is possible in normal times or during times when the 
market rate of interest is low, to contract another debt at a 
lower rate ^ and to pay off the former debt. Suppose the 
current rate of interest on new investments has fallen consi¬ 
derably. The government may then make the following 
offer to the presdnt holders of loans:—they may accept a 
new debt-bond bearing a much lowjr rafc*of interest, or 
’ they jnay be given jihe, option of repayjment at par. If the 
rate of interest offered on the new loan is slightly higher 
than the jnarket rate, it is quite possible that the large 
majority of the existing holders would convert thfeir loans, 
and very,few wtfuld ask for repayment. Thus a considerable 
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reduction in^the .rate of the interest*can be secured 
this meftiod. Recent conversion operations by the Govern¬ 
ment *of Jndia exemplify the wisdom of this method. The 
result of conversion is that the interest charges are consider¬ 
ably reduced—a no mean advantage Wh«n the interest 
charges run to millions of rupees. 

But the scope of this method is very limited. The 
reduction of the rate of interest is possible only when the 
state enjoys the privilege of repayment at any time. But 
many debts bear no such terms. Moreover, even if it is 
possible to convert the loan, a considerable reduction in 
the rate of interest could hardly be hoped for. And such 
reduction, it should be noted, would also result in smaller 
revenues because of the fall in the incomes of the holders. 
Lastly, this method does not secure any reduction of the 
capital sum of the loans, but only the annual interest charges 
are lowered. 

(c) Capital levy s Another proposal, much discussed 
during the years just after the first world war, is a proposal 
for a levy on capital of the country to pay off the huge‘debts 
contracted during the war, all at once. A certain minimum 
level of incomes and wealth should be exempted from the 
levy. ' Above that level, individuals should be taxed on a 
progressive scale. The assessment should be based upon the 
capital value of the wealth of the individual as distinguished 
from his income. Sucb a debt redemption scheme has been 
described as anticipated death duties. “For just as during 
the war a law was passed, by which every man of suitable age 
and physique was deemed to be a soldier, so now in order to 
dissipate one of flie evil legacies of war finance, a lifw would 
be passed by which every man of suitable degree *of wealth* 
would be deemed to die* and to come to life again next 
morning as the fortunate heir tb bis own property on pay- 
i\Tient of an appropriate* ransom’^In order to secure a rapid 
re;demption, the' period of payment should he short, say 
two^^or three years. 

VXhe arguments which have be^in advanced for and. 


« Public Finance, p. 20S. 
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cfgilinst the scheme are too numerous to’be discussed here. 
Only some of the principal arguments are briefly noted. 

This principal justification for the scheme is that the 
sacrifices were uji*equal during the war. Mainly the working 

classes fought during the great war and 
perished in thousands. Those who sur-- 
vived the war were maimed and crippled 
for their lives. The capitalists, on the other hand, taking 
advantage of the abnormal rise of prices amassed a huge 
weah,h. If the working classes suffered in lives, why should 
not those who stayed behind, and made huge sums of money 
be made to suffer in wealth? 

Another argument advanced in favour of the levy is that 
the payment of interest involves a permanent burden on the 
people. Debts contracted during a period of high prices 
become heavier afterwards when the price-level is lower. So 
the debts should be paid back all at once when the prices are 
still high. Of coirrse, the payment will be extremely painful, 
but it is better to undergo a surgical operation once for all 
than to suffer from the disease for ever. The effects of such 
a levy are not worse than those of recurring annual taxation. 
Further, the adoption of a scheme of progression ^ould 
reduce the inequality of sacrifice and it would be nothing* 
but an extension of the present system of death duties and 
surtaxes. 

• • 

On the other hand, the opponents of this scheme hold 
that the richer classes did not shirk the responsibilities of the 
, war. ‘They also fought the great war and 

their losses were proportionately as great as 
• , those of other classq^s. 'Secondly, once it is 

taken recourse to, what guarantee is there that it would not 
be repeated afterwards? ^Thirdly, it discriminates against 
those who |^ave’lived ecAnojnically and saved and favours 
those who h^ve spent. It would disc 9 urage 'saving and drive 
capital abroad. Fourthly, w’hat should be the basis of assess¬ 
ment on a professional pan with large income and no capital, 
and on a man with small income but with much capital? 
Practical difficulties of this nature are numerous* and often 
of a serious nature. 
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This repaymcfkit of inter-govemment debts : In recent 
time§, the question of war debts and reparations has given 

rise to a new problem in public finance. 
of**re]pa^ent^*^^^" question has assunipd importance not 

only because of the hug^ sums, involved, 
but because it gave rise to a theoretical controversy over the 
problem of “transfer”. It is unnecessary iri this place to 
enquire into the origin of these debts. The fact is that the 
governments of many countries are tunder an obligation to 
pay large sums to foreign governments on'various accounts. 
An important feature of the loans is that they arc mbre or. 
less unilateral payments. Now, the repayment of these debts 
presents two problems. First, a sum of money has to be 
raised in the country either by taxation, or by inflation. Of 
course payment might be made by borrowing in foreign 
countries. But this is only postponing the evil day when a 
much larger sum would have to be raised to pay off the 
increased volume of foreign loans. Whichever of these 
methods is adopted, it will only result in a substantial 
reduction of the real incomes of the people of the country 
paying the debts. Moreover, if, as a result of ‘ heavier 
taxation, the industries are depressed and productivity is 
chcclced, it will mean further lowering of the real incomes 
of the people. If the country uses the method of inflation, 
there is no doubt that the greatest burden is likely to^fall 
on the shoulders of the poorer classes. This is the primaVy* 
burjien imposed by repayment upon the debtor cquntries. 

The second problem relates to,the difficulties of trans¬ 
ferring the sumi»of money thus raised by the debtors into the 

currencies of the creditor countries. The 
troversy Germaq Government, for jpxample, would, 

have first to raise the huge sum of money 
in order to pay the reparations. 'The next problem is that 
of transferring the German m'arks into the foreign curren¬ 
cies. Here may arise what has been called a “transfer crisis.” • 
Xh'e actual processes by which Geriyian marks would be 
converted and transferred finally ihto foreign .currencies, 
and the 43urdens they would iAipose upon the paying 
country ha^ve been the subject-matter of much theoretical 
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controversy.® In orcfer to pay the reparations, Germany must 
increase her exports and develop an export surplus, an 
excess of exports over imports. According to Lord Keynes, 
the foreign buyers of the exfx)rted goods would not buy 
more exports uAless the prices of exported goods are lowered. 

By how much prices must be lowered to 
o^repayment'*'^*^”* develop the export surplus depends on the 

elasticity of demand for German goods in 
foreign countries. la any case, the barter terms of trade 
move against Germany. The terms of trade would become 
still'^lore unfavourable if the prices of import rise. 
Germany, therefore, bears a secondary burden in addition to 
the primary burden of repaying the reparations. She will 
have to give a large quantity of goods to buy any given 
quantity of imports. Not only will she have to transfer a 
large portion of her income to the foreigners, but she will 
also have to pay more in terms of goods to get each unit 
of the imports. The secondary burden is the “transfer loss." 

Against this View it has been argued, notably by Prof. 

Ohlin that in order to develop an export surplus, prices in 

Germany need not fall, and hence there need not be any 

secondary burden imposed by the transfer. According to 

him, Keynes ignored the shifts in the buying powers^of the, 

two countries concerned. The payment of reparations means 

a transfer of purchasing power from* Germany to the foreign 

Countries. The Germans have now sjnaller incomes, and the 

countries receiving reparations have large money incomes to 

spend than before. This means that Germany’s demand 

falls, .while the foreign people’s demand increases. This 

will result in larger purchases even at old prices by the 

■foreign countries concerned. It is tjius quite possible that 

an export surplus could be developed without any fall in the 

prices of German exportfj. •The barter terms of trade need 

not move against Germ&py, and th^re is thus no transfer 

loss. • • • 

* • * * • • 

The truth probably lies in a middle view. There h fio 

•doubt th^t the paymeht of reparations will cause a change 
• Kejtnes-Ohlifl controversy in the Economic Journal, 1J29. 
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in the ^distribution of buying power in the two countries, 
and |his will give rise to some amount of export surplus. 
There will also be some shifts in prices in the two countries, 
the terms of trade moving against the paying country, and 
thus imposing a secondary burden on it. How far. the terms 
of trade need move will depend on a variety of factors,— 
viz., the elasticity of demand for the exports,* the conditions 
of supply of goods in that country, the extent of the credit 
restriction necessary to secure a fall in prices, the height of 
the tariffs imposed by foreign countries, etc. If the tariffs are 
progressively increased, then the prices must fall progres¬ 
sively in the paying country and the transfer loss would be 
correspondingly greater. If the countries receiving payments 
do not allow their prices and money incomes to rise, then 
prices and wages must fall more sharply in the paying 
country, and the burden would correspondingly be higher. 

It has sometimes been urged that such payments would 
also inflict a loss on the creditor countries. The exports of 

the debtor countries and the imports of 
creditors must increase, and this may 
not be desirable. The goods of the former 
would compete with those of the latter, not only in the 
Jlatter’s own countries, but also in the foreign markets. The 
result will be that the. industries of the creditor countries 
will have to face smaller sales both at home and abroa/i, 

i 

bringing in depression* and unemployment. This need not 
always be the case. The goods of the debtor countries may 
not compete with those of the crpditor countries. The 
debtors may, fop example, send larger quantities o^f tea and 
jute and raw materials, while the creditors might have 
specialised in manufactures. Or, as a result^ of the increase, 
in the buying power in'^the crpditor countries, demand in 
these countries will increase, and this may absorb the goods 
of their industries. But it is djuite possible that the indus¬ 
tries’ in the creditor countries may have to suffer all, the 
trptibles of dislocation, depressio;i and vinemployment. These 
disadvantages must, therefore, be deducted from the advan¬ 
tages of receiving large sums of hioney for nothing. If, 
however, t^e payments continue for a long perv^d, the 



PUBLIC CREDIT 


601 


* diSldcation will be corrected, and the industries 'of the 
creditor countries will adjust themselves to the new siuiation. 
The disadvantages would thus slowly disappear, and after 
the initial period rff adjustment is over, the payments would 
mean a real gain to the creditor countries. 



CHAPTER LIV 

FISCAL POUCY AND FULL EAU>LOYMENT 

« 

In many places of our book, we have liid stress on the 
fact that the avoidance of the fluctuations which are the 
characteristics of business cycles and the maintenance of full 
employment should be considered to be a'n important objec¬ 
tive of social policy. How far should the fiscal policy of the 
state be utilised to achieve this objective? It should be noted 
that mere monetary measures would not enable a country 
either to achieve or to maintain full employment. The main 
factors at work in causing lapses from full employment are 
often non-monetary, and these cannot always be controlled 
by monetary means. The volume of investment is not sensi¬ 
tive to changes in the rate of interest, the chief instrument of 
monetary control. The long-term rate of* interest declined to 
a considerable extent during the years, 1932 to 19^1. But 
this was not followed by nigh level investment -activity.* . 
Moreover, the central bank is not always free to change the 
ratet. of interest in either direction. Changes in rates of 
interest will affect the prices of government securities, and 
so may be opposed hy the Treasury, the banks and other 
financial institutions and the public. Hence it is deal- frhat 
the objective of full employment cannot be achieved by 
m6netary policy alone. ‘ 

A country will not suffer fromiserious unemployment as 
long as an adequate volume of expenditure on. goods and 
services, whether by individuals, or businesses or government,^ 
is maintained at a fiigji level. The total expenditure on 
goods and services can be divided into four categories, viz., 
private consumption expenditure, private investment ex¬ 
penditure, cwtYdnt services of*government and*public invest-* 
ment expenditure. , The existenqe of .mass unemploymenC 
in a private enterprise economy shows that the first two 
categories of expenditure {i.e., private consuqiption afid 


* Klein, |L. R., The Keynesian Revolution, p. 172. 
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investment) cannot be expected to reach a? leve]> sufhQient to 
provide employment for all workers. Hence it becpmes 
incumbent on the government to supplement or sfimulatc 
private, consumption expenditure or investment by the 
amount that will* enable the country to achieve full employ¬ 
ment. Our experience during the last war showed clearly 
that if the government expenditure was sufficiently large, 
full employment could be achieved. A pursuit of the same 
policies in the peace-time with sufficient safeguards should 
be the proper course to follow. Hence the importance of 
.the government's fiscal policy is a programme for full 
employment. What is necessary is that the government 
expenditure on current services and public investment must 
compensate for any deficiency in the total expenditure on 
private consumption and investment. The government 
policy should also be directed towards stimulating or retard¬ 
ing both private consumption and private investment. The 
government, in other words, should follow what is known as 
the compensatory fiscal policy. 

Hence it has been proposed that the government should 
be made responsible for a level of total expenditure large 

enough to achieve full employment. The 
empioymen/”'^ government should now plan a new ty)ie of 

budget which should be drawn up not on 
the basis of purely financial considerations but on the income 
and expenditure of the commi;nity as a whole. This budget 
“will take the man-power of the country as a datum and plan 
outlay to that datum’’.’* Every year the government should 
make ap estimate of the* aggregate full employment income, 
and of the probable private expenditure on consumption 
and investipent. In so far as the latter falls short of the 
former, the government has to take steps to ensure increased 
expenditure so as to prevent the occurrence of depression 
and unemployment. It may devise measures, first, to stimu¬ 
late private copsumption by instituting, for ej&ihiple, schemes 
*of social security. In>the modern industrial society, th^re 
are obvious reasons why^ people save. They save to provide 
for the rainy day when they may be sick, or disabled, or 


' W. H. Beveridge, Full Employment in a Free Society, ip. 30. 
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unemployed or’too old to work, or for their dependSmts' 
after death. If the state provides for these needs through 
social security plans, this will reduce the necessity for saving, 
and so increase the volume of consurfe^tion expenditure. 
Plans of social security, therefore, hold out hopes.of reaching 
high-level consumption. But this method will show its full 
effects only over decades. And so as a short-period policy, 
this will not prove sufficient to stimulate the required level 
of private consumption expenditure. 

Secondly, the government may take steps to stimulate 
or retard private investment in depressions and booms. In 

all advanced countries, the government 
absorbs a large part of the national income 
through taxation. Many economists have 
therefore suggested that a policy of tax reductions may go 
a long way to stimulate private investment when a depres¬ 
sion is threatening. The tax rate most suitable for such a 
purpose is the basic or standard incoipe tax rate. When 
this standard income tax rate is reduced, this would leave 
more money in the hands of tax-payers and so stimulate 
expenditure on both consumption and investment. When 
this^rate will be raised, an immediate check will be imposed 
on investment activities outrunning full employment level. 

It is also possible to^ implement the income tax in other 
ways. Mr. Kalecki® has suggested an abatement of income 
tax, in whoTe or int part, fftr that part of income that is 
iavested in fixed capital. That part of the profits of business 
corporations which are invested in fixed plant or equipment 
will be taxed at a lower rate, or wfll not be taxed art all. In 
addition, a five-ye?jr loss carry-forward would encourage risky 
enterprises. This would favour new investments. There 
are also other taxes which can be utilised in this contrS- ‘ 
cyclical manner. “Thus the British government proposes 
to vary the ^lyQekly contributions paid by employers and 
enlployed under its ‘system of social insurance. Countries 
which have a general sales tax shduld tbnsider its suitability 
*for the purpose".* *’ • * 

* Kalecki,'fconomicj of full Employment, pp. 45-46. 

* EcpnoKiic Stability in the Post-War World of N.), ppt 170-71. 
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method of contra-cyclical tax variation Jias certain 
advantages. It is, for example, easier to lower tax rates tlian 
to increase expenditure at the first sign of depression. 
Secondly^ this method avoids the difficulties with respect to 
the timing and planning of public works. It also allows more 
scope for consumer's choice and leaves to private investors 
the decision about how to invest, ^ut it is doubtful how 
far this method may prove efEectivc in stimulating expendi¬ 
ture and employment. Moreover, under this method, it will 
be practically impossible to direct private investment into 
a particular part of the economy*? Hence it will be inadvis¬ 
able to place sole reliance on this method for sustaining 
aggregate expenditure and employment. (Mr. Kalecki has 
already pointed out that tax reduction policies designed to 
stimulate private investment provide no solution for the 
problem of maintaining full employment. If full employ¬ 
ment is to be maintained continuously, the income tax must 
be continuously reduced,f 

Public works policy : So it will be necessary for the 
government to adopt a contra-cyclical public expenditure 
policy for the purpose of achieving and maintaining full 
employment. The idea that when private investment 
declines, the government should embark on a policy of 
increased investment on public works and other public 
enterprises is an old one. There are many socially useful 
prqjec-ts like slum clearance, building construction etc., 
which can be undertaken by the state in pursuit of a public 
works prvjgramme. The government should accumulate a 
“shelf” of fully worked o^it projects for public works which 
can be put jnto operation at short notice on the first signs of 
falling private investment. It should be noted, however, 
that not all lypes^of public works can be postponed or con¬ 
structed regardless of business conditions. 'ITis policy is 
likely to be most effective ih countries where the railways 
.and other imjibrtant public Utilities are undev state control. 
Such qxpcnditifre on pijblic works wilf, through the multi¬ 
plier processes, give rise,to addi.tional demand for consumerV^ 
go«ds and wjll stimulate'private investment in accordance 
with the acceleration principle. Care should be taken to see 
that such public expenditure should not lead to ar,y further 
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shrinkage chprivite investment by competing directly 7vkh 
it or^by raising the rates of interest on private loans. If, 
moreovfcr, public expenditure is directed to an industry in 
which the proportion of wages to total vcosts is large, the 
primary effect on the volume of employment wiU be high. 

jjWhilc much can certainly be expected from such a 
policy, a warning is necessary as to its practical difficulty. 
A contra-cyclical public expenditure policy will require a 
most careful diagnosis of the present-day conditions as well 
as of the future before one can settle the programme to be 
followed. “To make such a diagnosis presents a problem* 
soluble for the past, with hind sight, but hardly for the 
present, without the gift of foresight”.® There will more¬ 
over be practical difficulties in connection with the imme¬ 
diate execution of such a policy. It is quite obvious that 
such a programme contains deficit budgetting as an essential 
feature. And herein lies the real problem of a public-works 
policy. It has been argued that though the ideal is to incur 
public debts during depressions and to pay off these debts 
from the budgetary surpluses during booms, this may not 
be possible in actual practice. The consequent piling up 
of national debts will exercise adverse effects on the economy 
in many directions. The fear of increasing public debts 
may generate mistrust in government’s policy in the minds 
of private investors and so may retard private investment 
still further. Such deceit speeding will also be inflationary^ 
Bu(i, there is no reason to suppose that with proper safe¬ 
guards, an increasing volume of public debts will te infla¬ 
tionary in its effects. Much will depend on the nature and 
productivity of ^he expenditure which gives rise to'the debts, 
and the state of employment at the time the„ debts are 
incurred and also on the rate at which deb:s are increased.* 
So long as the funds raised by the, public debt are utilised to 
provide jobs for the uhemployQd,^r:onstructing h,pmes, schools 
and*roads, a mountingtdebt cannot be an evil.,,Everybody is 
then better off. “The poor are better off because they‘have ‘ 
j6bs instead of hunger pains avid th/j'nervous frustration of 
idleness. ^ The rich are better o^ because they, have lost 


* F. Macltlup, Financing American Prosperity, p. 455.. 

^ * a • ^ 



FISCAL POLICY AND FULL EMPLOYMENT 


607 


2 iot|;iLing on the transfef and they get larger profit 5 out the 
full-employment income than would otherwise be the case”.* 
A contra-cyclical fiscal policy should, therefore, form an 
essential part of a .full-employment programme. But we 
must be careful in pointing out that this is not all that is 
needed to ensure full employment. The maintenance of full 
employment will be the result of a successful co-ordination 
of many different plans concerning public spending, foreign 
trade, monetary circulation, wages and mobility of labour. 


• Klein, The Keynesian Revolution, p. 185 



CHAPTER LV 

THE ECONOMIC ACTIVITIES Of’^THE STAIe 


In course of our discussion in the earlier chapters, we 
have pointed on a number of occasions to the important 
role played by the modern state in regulating and controll¬ 
ing economic activities. The days of kissez faire when 
there was a good deal of bias against all forms of state inter¬ 
ference have long departed. In fact, it may be Soubted 
whether there was ever any state that did not exercise quite a 
considerable degree of control over the economic activities of 
a community. Such control was, of course, reduced to the 
minimum during the middle of the 19th century under the 
impact of the prevailing individualist theory. But before 
the 19th century was over, there was a reaction against the 
theory of individualism, followed by the decline of laissez 
faire. This creeping trend towards state intervention in 
economic matters w'as aided considerably by the upheaval 
caused by the first world war. The exigencies of a world 
war forced the state to exercise large powers of coptrol over 
the economic life in order to harness all resources to the task 
of winning the war. These activities of the state remained 
at the end of the war, made necessary by the uncertain eco¬ 
nomic conditions prevailing in the uneasy years between the 
twG world wars. The vast unemployment which prevailed 
in every country after the onset of the trade depression of 
the thirties forced the state to step in to relieve the" misery 
of the unemployed. It came slowly to be recognised that 
the achievement and maintenance of full employment ought 
to be the fundamental'’aim of state policy. This involved 
planning and control of the economic system in many direc¬ 
tions. The rple of the state has, therefore, become almost 
all-pervasive in the economic organization of the country. 
^ The "activities undertaken by'the modern state in the 
economic organization of a country may be grouped under 
the following heads; the activities undertaken fo regulate 
and control industry ; activities for safe-guarding the interests 
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of labour ; activities in connection with regulatidn of foreign 
trade; activities undertaken in connection with social 
insurance schemes; activities undertaken to secure greater 
equality of inconics; activities undertaken in connection 
with unemployment and the trade cycle ; and lastly, activities 
undertaken during and after a war. 

The state and industry : The activities of the state in 
the industrial sphere may be considered under three groups ; 
the regulatory fuijctionf, control of monopolies and lastly, 
nationalisation or public ownership. 

• Thfe state is taking an increasing role in regulating the 
manner of forming and operating industrial undertakings. 
The undertakings will probably have to take out a license 
from the government before they can start operations. If 
they are organized in the form of joint-stock companies, their 
constitutions and functions arc governed by the provisions of 
the company law. The design and lay-out of their factories 
must conform to the provisions of the Factory Acts. If they 
have to import machineries or raw materials from other 
countries, or if they have to export their products, they 
must conform to the Exchange Control Regulations. Merely 
to list all of the regulations framed by the various govern¬ 
mental bodies that affect the industrial undertakings would 
reciuirc hundreds of pages. The main aims of those regula¬ 
tions ^arc (a) to prohibit certain types of activities that are 
regarded as discreditable by the.enlightened social conscience 
of the people, (b) to prevent some of the abuses of compe,ti- 
tion, and (c) to plan the development of the industrial 
resources of the country Sn proper lines. 

Secondly, the state has often taken steps to control the 
abuses of rvionopolistic organizations., One of the most 
important charact'eristics of the modern industrial organiza¬ 
tion is the growth of monopolies: In fact, free competition 
is declining in .almost every sphere and the economies of mass 
production ha^«e resulted in the growth of a few giant con¬ 
cerns,‘which might be'tempted to exploit the consumers. 
The state has, therefote, bcdi forced to adopt measures 
for fixing pVices and other terms of sale of the mono¬ 
polised products. In some countries, a statutory body 
like the Federal Trade Commission in the U.SA^.''has, been 

39 



610 


AN INTRODUCTION TO ECONOxMIC THEORY 


establAhed for the purpose of carrying on investigations? iiito * 
the monopolistic trade practices. Finally, the formation of 
monopolies and combinations has been declared illegal. 

Lastly, the state is undertaking the'management of an 
increasing number of industries. The question of nationa¬ 
lisation of industries is a most controversial 
topics at the present moment. Such nationa¬ 
lisation has been advocated on many 
grounds. There is, for example, the socialjlst contention that 
all the means of production should be owned by the state. 
Apart from this socialistic contention, other argumetits have 
also been advanced in favour of the policy of nationalisation 
of industries. The predominant tendency of the present 
industrial organization is the formation of monopolies. The 
evils of monopoly are admitted by everybody. All the 
known methods of controlling monopolies have, however, 
proved ineffective to remedy those evils. Hence it has been 
urged that there is no alternative for the state but to take 
over the ownership of the monopolistic concerns. Thirdly, 
nationalisation of some industries has been urged mainly on 
strategic and other grounds. This may be true of the various 
defence industries, e.g., manufacture of arms and ammuni¬ 
tions etc. In some other industries, it may be found that 
while it is necessary to invest large sums of money in deve¬ 
loping or improving their organization, private enterprise is 
unable to provide the necessary funds. This is true partly 
of, our coal industry. Here the state may have to step in 
and to take over these industries under its management and 
provide the capital. * 

Nationalfsation of industries may thus be supported in 
many cases. But ojie’s support for such a policy would 
depend to a great extent on the efficiency sJnd honesty of the 
administrative machinery of'the state. Unless the public 
servants of the country are hgn^st and efficient., the policy of 
nationalisation may not prove successful. Moreover, nationa¬ 
lisation gives rise to a number of‘difficult problems. Whati 
*for example, should be the ploperjoiganization for the good 
administration of the nationalised industries?’ • The usual 
method is to set up public corporations, consisting of experts 
and rpprdseptatives of labour and other interests Appointed 
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b/ ibe government. But if the unit of the * nationalised 
industry is larger than the optimum size efficiency is iikely 
to suffer and the costs of production would then be* higher 
than would be th^ case if the units were of the optimum 
size. Even if such public corporations prove efficient in 
management, there will be another difficulty caused by the 
fact that public officials, who have to explain and defend 
their policies to the legislature, may be afraid to take risks, 
especially farge ri^sks. bastly, experience has shown that the 
operation of industries by large corporations may not result 
in improved labour relations. 

State and labour : The modern state has also been 
forced to take a number of steps for protecting the interests 
of labour. Unrestricted competition has often restricted in 
the exploitation of labour. Hence the state has passed 
factory laws prohibiting the employment of children below 
a certain age in factories, and of women under certain 
circumstances ; the fixing of reasonable hours of work and 
prescribing certain minimum working conditions in the 
factories. It has taken steps to fix minimum wages for 
various groups of labour in order to prevent sweating of 
labour and to maintain the minimum standard of living. 
It has granted recognition to trade unions and often forced 
the employers to enter into collective* bargaining agreements 
the representatives of labour. 

The state and the social services : The state has further 
proceeded to guarantee freedom from want to every citizen. 
This i^ being done thrtAigh the provision of what are called 
‘‘the social services”. It has adopted schemes of social insur¬ 
ance according to which all perwns get'free medical treat¬ 
ment and cash payments during periods of sickness, receive 
unemployment benefits if ‘ihey are out of work, enjoy 
pensions in fheir old age’or in cases Of disablement. The 
widow and Qrphans also receive pc^isions Thom th» state. 
The‘purpose behind these schemes is to relieve the poverty 
of the citizens, and t© jprovide security against the variods 
risks of life. 

• • 

The state ^nd foreign trade : The state’s interest in the 
foreign trade'jjf a eguntry has a long history behind it. The 
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mercantilists, who flourished in the 16th and 17th centuries, 
wantssd the state to control the flow of foreign trade for the 
purpose of bringing about favourable balance of trade. They 
wanted duties to be imposed on imports knd bounties to be 
granted to exports. The state in those days followed such 
practices. Later, the views of the mercantilists were criticised 
by a large group of writers, of whom Adam Simith occupied 
the most prominent position. The freeing of foreign trade 
from the control of the state was more or ^ess completed by 
the middle of the 19th century. But soon a reaction set in, 
and the protectionist sentiment gained ground irt many' 
countries like Germany, the U.S.A.^ And Great Britain 
finally succumbed to this sentiment after the onset of the 
world trade depression of 1929. The state began constantly 
to interfere with the course of foreign trade for the protec¬ 
tion of home industries and for curing deficits in the balance 
of payments. During the war and the post-war period the 
existence of continuous deficits in the balance of payments 
of the majority of the countries, the shortages in the supply 
of essential raw materials and foodstuffs, and the dbronic 
dollar shortage have led to an all-round control of the foreign 
trade of a country by the state through the system of import 
control and exchange restrictions. 

State and inequality of incomes : We have already 

examined in another chapter the ill effects of the prasetjit 

system of unequal distribution of income and wealth. It* 

has-everywhere been regarded the duty of the states to take 

all reasonable steps for the reduction of inequality of incomes. 

This has been ^ught to be done through (a) the adojltion of 

the system of progressive taxation of incomes, (b) the levy 

of death duties or inherited properties at progrefssive rates, 

and (c) through the distribution of the proceeds of the taxes, 

mainly collected from the richer t;lasses via the provision of 

social services a.mong the poorer sections of thc^ community. 

There arc of course liniits to such a redistributiSn of incomes. 

If income ''tax rates are fixed at very high levels, this might 

discourage incentive, and so dry up the sources for the form?j- 

tion of venture capital. Too much load may finally break 
« 

. . "■ ■ ■" • 

* For, the'arguments for the protectionist policy, see Ch. X^IV. 
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the rich camel’s back* Moreover, such high rat^s of tsocation 
may lead to a good deal of evasion, especially in countries 
where the sense of morality is not very high. In that case 
the whole system jvill be inequitable as the honest taxpayers 
will be paralysed and dishonesty will get a premium. 

The state and the war : The exigencies of a modern 
war have forced the state to assume a good deal of control 
over the economic life of a country. A modern war cannot 
be fought* on the basis* of the principle of laissez faire. If 
the economic system is to be organized fully for the successful 
• prosecution of the war, it may be necessary for the state to 
exercise an all-round control over the economy of the 
country. Thus modern states have instituted the system of 
price control and rationing partly to divert resources for their 
peace-time production to war production, and partly to curb 
the resulting inflationary pressure. It has to control and 
license the flow of new investment for the purpose of channel¬ 
ing it into war production. It controls the foreign trade and 
the foreign exchange resources with the same purpose in 
view. • 

. The necessities of such control often continue for some¬ 
time after the end of the war. In the first place, such 
controls Cannot be suddenly lifted without creating chaos in 
the economy. Secondly, resources have then to be diverted 
in a planned manner from the making of 'war goods into 
•their peace-time occupations. ^ Thirdly, many of the shortages 
felt during the war continue after the war, and so rationing 
and price control have to be retained for a considerable 
period, of time. Lastly^ the war-time accumulation of liquid 
assets and the backlog of consumer demand threaten to 
increase tfie inflationary pressure for some time after the 
•war. Hence the measures of control adopted under the stress 
of the war had often to be eontinued and overintensified at 
the end of tj;ie war. 

•M* ^ ^ ^ 

The state and the trade cycle^. • The vast unemploy¬ 
ment prevailing irf different countriesf during the inter.war 
jieriod has forced their governments to adopt varidlis 
measures’Both for the relief of the destress of the unemployed 


* SeetChapter XLIV. 
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and the prevention of cyclical fluctuations. Our know¬ 
ledge^ about the causes of such fluctuations has also made a 
good deal of progress so that we are now in a position to 
understand the role of the government iq the tight ^against 
tlie trade cycle. It is now being increasingly recognised that 
both monetary policy and budgetary policy can be utilised 
by the state to check the courses of the trade cycle. The 
part played by monetary policy has long been understood in 
this connection. Since the thirties, the important part that 
the budgetary policy can play has become ^clear. A depres¬ 
sion is one primarily to a deticiency in effective d<!\nand. 
Such a deticiency can be cured by the government, if it 
reduces its taxes and increases its expenditure. During a, 
boom, the government should raise tax rates and cut down 
its expenditure. If private investment is shy and unenter¬ 
prising, the state may till the gap by increasing public invest¬ 
ment in various ways. It may, for example, start more public 
works. 


The state and economic planning. NoW-a-days we are all 

]banners, and the modern state is required by the public 
opinion of the country to formulate an economic plan or 
plans to carry out certain basic ideals. To plan is to organize 
in terms of some particular ends. If we decide to go to a 
place, we have to plan the details of our journey, i.e. tind 
out the times for the "departure of our train, purchase a 
ticket and do many other things to ensure a safe and pleasant- 
journey. An economic plan is a method of organizing and 
utilising the available resources of a country for the purpose 
of fulfilling certain desirable ends.. The modern state is 
expected to formulate such an economic plan or plans. 


A preliminary'question has got to be answered first of 
all. Is it really necessary or’ desirable for tliQ state to formu-. 

late a plan for the development of the 
Why plan at a ? country? 'Why plan at all? 

Does not the prejfent system of"fr&e enterprise with its sensi¬ 
tive market price mechanism ensuye-thg attainment of all 
disirable objectives? The system of free market price 
mechanism may have many important advantage^. Undef 
ordinary circumstances it may secure many of the benefits 
we want. Rut when large and rapid changes aTe taking place 
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ir» title economy, or ^hen such changes have 19 be brought 
about, the uncontrolled pricing system would often fail to 
cope with the effects of such changes or to bring about the 
necessary changes.^. This is specially true of the undeveloped 
economies^. For* such countries it is urgent that measures 
for their rapid development would have to be undertaken. 
Private enterprise may fail and has often failed to take the ‘ 
necessary risks of pioneering in an otherwise unchartered 
territory. ♦Secondly, private enterprise does not always secure 
a more equal distribution of the benefits of economic deve- 
, lopmtnjt among the different classes of people. There is no 
guarantee that the working of the free pricing system would 
ensure a satisfactory distribution of the national income of 
the country among all classes of people. On the other hand, 
that system has caused shocking inequalities of income and 
property. The developing social conscience of the people is 
not prepared to tolerate the existence of such grave inequa¬ 
lities, and a large section of public opinion holds the view 
that the state should control the resources of the community 
so as secure a better distribution of the national income 
among'all classes of people. 

There is a third reason why the state is required to form 
an economic plan. Tlie working of the free pricing isystem 
has failed to solve the problem of mass unemployment. , 
Everybody is now agreed that the acute state of mass un- 
,dmj51oyment which existed during the nineteen thirties 
should no longer be allowetf to recifr. Many people have 
furthei* argued that the state should formulate an economic 
plan for the developmej^it of the resources of the community 
so as to ensure full employment for everybody. 

. Moreover, the need for a planned <levclopment of the 
.economic resoigrces is now beii 1 g“felf in almost all undeve¬ 
loped countries. The ratg at which unplanned private 
enterprise would* secure tlfe development of such countries is 
regarded as “insufficient. These conn tries-have started^ late, 
and. now' want to pack the development of centuries into a 
few years. They waijt to rajse the standard of living oF tjie 
•people to a level whieft is considered adequate according to 
modern standard. Henc^ the whole structure of the eco¬ 
nomy Qf these countries has to be changed oh,a scale and 
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with a spced.whicii is not capable of achievement by private 
enterprise. There are so many unknown risks and so many 
unchartercd territories to conquer that private risk-bearers 
cannot plan their operations. The clpvelopment. must 
proceed at such a rate that the general structure of relative 
supplies, and of relative prices and costs will change exten¬ 
sively and rapidly. In such circumstances, there is a strong 
argument for the state to plan the whole development of the 
resources of the country. ^ • 

An economic plan is associated with ^me end or ends 
which such planning is expected to achieve. Secondly;; since 
planning means organizing the resources, one must possess 
complete knowledge of the available resources and the 
methods of utilising these resources. In order to formulate 
an economic plan, we must, first of all, be clear as to the 
ends to be pursued, and then find out the available resources. 
Moreover, planning indicates the existence of a centralised 
authority at least for the purpose of formulating, initiating, 
inspiring and regulating all individual and separate plans, 
enterprises and industries. ^ 

The selection of the objectives of planning depends to 
a large extent on the economic conditions of a country, and 

the policies of the government. T'herc may 
ob^ctives of plan- ^ number of competing ends to be pur- 

• sued,-*-for example, full mobilisation of 
resources for military purposes, or full employment, or* the, 
establishment of a particular pattern of society, or maximum 
production etc. In the economically advanced cofuntries, 
plans may be formed for the purppse of abolition ^of the 
cyclical fluctuations or for the achievement and maintenance 
of full employment.* In under-developed economies, the ends 
may have to be modified to"" some extent. It js quite possible, 
that in such countries there are no adequate supplies of 
capital equipment foe idle laboun Hencd the goal of full 
employment may have to be mddffied. Finally, all such ends 
may be combined with the objectiye .of ,a reduction in the 
economic inequalities in the country. In fact, economic 
equality and social justice are now-a-Hays regarded, as highly 
desirable objectives, and a carefully worked out policy for 
the achievqjnent of these two objectives is often made an 
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intf^gral part of all*plans. Each one of •thes^ objectives is 
therefore desirable, and everywhere planners have tended to 
woik on the basis of a compromise between these objectives, 
layingjmore stres%»on some and less on others. This problem 
of choosipg beiVeen different objectives is not, however, 
peculiar to planning. It is implicit in all economic decisions. 
The selection'from among these objectives has to be made’ 
partly on the stage of economic development reached by a 
country, and partly orj the basic values of life accepted by 
the people of th^t country. 

Economic plans may be formed and carried out in any 
form of economy, both capitalistic and non-capitalistic. In a 
totalitarian country, the state controls all aspects of the 
•economic life with an iron hand. This facilitates the imple¬ 
mentation of the plan. There is an all-powerful central 
authority which exercises full control over all parts of the 
economy. This organization secures an effective coherence 
•of policies, and c<yi easily adopt all practical measures which 
arc essential to successful planning. Whatever the merits a 
totalitarian country pos.sesses in respect of the successful 
implementation of economic plans, it involves the sacrifice 
of certain basic values, which are highly prized ir^ many 
countries. It contains a threat to personal freedom, and 
other democratic rights of the pcoglc. Thpre is no reason 
why planning should not be successfully carried out under 
"the democratic system. Planning .under the democratic 
system,is of course more complicated, and it makes larger 
demands on both the government and the people than under 
a totalitarian system. ?V11 that is necessary is that the objec¬ 
tives to be pursued and the sacrifices tq be made should be 
voluntarily accepted by the people. • 


The formulation of aa economic plan has thus some 
obvious advantafges. It ^nay enable •a country to secure a 

well-co-ofdmated ^eveldpment of its re- 
niMents of pl*an- spuBceg, and to attaii) a reasonable standard 

of living for general population within 9he 
shortest possible period of time. It may help in preventing 
the recurrence of mass'unemployment, to avoid the anti¬ 
social wastes. <3f the competitive system and to secure a more 
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equitabjie distribution of income and wealth. But . the 
dangqrs and difficulties of planning should also be noted. 

In the first place, economic planning by a 
niDangcrs of plan- centralised authority mca?is the creation of 

a most complex administrative tnachinery 
with all its clumsiness, red-tapism and other dilatory 
methods. Secondly, such planning involves concentration of 
all powers of decisions at the hands of a central authority, 
and this carries witfi it a threat to, democratic lights. It 
threatens our freedom of choice as consumers. It involves 
the danger that our lives and livelihoods will be regtilated 
by the arbitrary decisions of an anonymous government 
official. Thirdly, as planning involves control and direction 
of the economic activities of the country by a set of officials,, 
it may become the breeding ground for corruption and for 
black markets. When officials are authorised to i.ssue the 
permits or licenses, which may be of great value to the 
fortunate few, they may succumb to the temptation of the 
offer of large bribes. Planning may, therefore, prove to be 
a threat to public morality. Lastly, under the system of 
centralised planning, the repercussions of a mistake com¬ 
mitted by the planners may affect the whole economy. 
Inefficiency in high authorities may thus paralyse the work- 
- ing of considerable sections of the economic organization of 
the country. 

The modern state is, therefore, faced with this dilem'ma:- 
Social processes .are complex, and if unattended, they give 
rise to grave evils which the glowing conscience of niankind 
is not prepared to tolerate. There has emerged now-a-days a 
great awareness and insistence on certain basic values. A 
correction of these evils and the attainment of the basic 
values call for the inte^vcnlion of the state and the formula- 
tion of some economic plan. Bui jilanning cannot be carried 
out without a huge bureaucracy with all its attendant evils of 
clun\sy inefficicHfcrts an^ dangers 6f loss of personal freedom. 



CHAPTER LVI 


SOCIALISM 

• 

'rhroughout this book, we have tried to explain as fully 
as possible the economic plienomena of the present social ‘ 
order. A large number of people in all countries are, how¬ 
ever, dissatisfied with jhe present social system, and ivould 
like to reconstnfct it thoroughly. The most imjiortaiit of 
these•^oposals of reconstruction is socialism. Froiu a theo¬ 
retical discussion the doctrines of socialism have assumed 
great practical importance on .account of the establishment 
of the Soviet Government in Russia. In this chapter we 
proposed to examine some aspects of the socialistic doctrine. 

What is socialism? The writers on socialism arc not 
agreed on the correct definition of socialism. There arc, 
however, certain essential features in most of these defini¬ 
tions. Socialism iYnplies the ownership of the means of pro¬ 
duction by the society as a whole. Under the capitalist 
system,*the means of production (like land, mines, factories, 
railways etc.,) are owned by a small section of people wh» 
work them with a view to derive the maximum profit for 
themselves. In a socialistic state, there will be no such 
private ownership. The state would own tlfc means of pro¬ 
duction collectively, and operate them for securing the 
maximum benefit to society. * As a result, the vast majority 
of the •people who are now propertyless will no longeV be 
exploited by a small grqup of capitalists. Dr. Tugan-Baranow- 
sky found the essence of socialism to lie in the fact that 
under it, the exploitation of any membe?r of the community 
,is impossilDle. ,The profit-motiVS" which drives the present 
economic order will be replaced by the more rational one 
of maximum welfare for all sections of. people. The decision 
as to what and how mudi *to produce will no longgr be 
decided by considejratioijs of profit. X^cse decisions will be 
reached on the basis the ^usefulness of such things to the 
Society. Jin the place of a blind working of the productive 
forces there will be central planning of the economic life of 
the country.^ 'The various branches of production will be 
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developed harmoniously by a Centrar Planning Authority 
to se^vc the best interests of the society as a whole. 

MaVx and socialism : The history of socialistic thought 
can be traced to early days, though it is usi^ial to associate the 
movement with the name of Karl Marx. ''In Er^gland, for 
example, Robert Owen conceived the idea of voluntary com¬ 
munities where all property would be held in common, and 
the proceeds would be shared ecjually by all the members, 
long before Karl Marx. In France Charles Fourier held 
similar ideas. These writers were known‘as utopian socia¬ 
lists. Modern socialism, however, dates from the writing of 
Marx, and Engels who published their famous Communist 
Manifesto in 1848. In that Manifesto, Marx and Engels 
traced the historical rise of the modern capitalistic system. 
The foundations of Marx's thesis lay in his concept of “mate¬ 
rialistic interpretation of history.” All social and political 
history is the result of the conflict of economic classes. Wher¬ 
ever a society is divided into different economic classes, a 
conflict of interests is bound to develop between these classes. 
These conflicts give rise to certain social and political deve¬ 
lopments which constitute the history of the country. The 
division of the people into economic classes is the creation 
of the 'iystem of production of the country. There was always 
some alignment of classes. Thus in ancient times there were 
slaves, the plebian, the patrician. In the mediaeval period, 
there were Serfs, Vassals, Knights and the feudal Lords. Ths 
interests of these classes clashed, and this gave rise to the 
prevailing social and political changes. The last important 
change of this type was the emergeni:e of the present capita¬ 
list system whi^:h developed with the widening of the market 
and the growth of wealth. The bourgeoisie rose and over¬ 
threw the feudal lords. ^The rise of this class to prominence 
gave birth to important social ?nd economic changes which 
were the essence of capitalism. 

Capitalism-will, however, giire rise to conditions which 
will lead to its overthrow. Under it. the society has been 
' divided into two classes, the capitalist and 

lism^Sevitabl?*^ wage-earner, a!nd as before, there is 

bound to be great conflicts of interest 
between these two classes. Marx believed that there were 
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two • prominent trends in the growth of* capitalism* which 
would lead to its downfall. The first was the gradual com 
centration of production and income in the hancis of a 
smaller class of poftplc. Large-scale industry would grow up, 
and would swallow the small industries. The second 
tendency would be an increase in the number of wage- 
earners, and t'he gradual pauperisation of the labouring 
classes. The concentration of production in a few hands 
would push a larger and larger portion of the people into 
the ranks of wage-earners. Not only will the ranks of labour 
be sw^led, but the tendency of the actual social movement 
would be to rob more and more the lower and j)oorcr 
classes for the benefit of the higher and richer classes. At 
last the working classes will rise, and will oust the capitalist 
from control. All means of production will then be owned 
by the state, and the government and industry will be carried 
on in the interest of the working classes, 'riiere will then 
emerge a class-less society whose evolution is inevitable under 
the present-day conditions. 

Such was the Marxian analysis about the course of 
events. * Certain comments may be made at this stage. 
Growth of capitalism has, of course, led to the concentration 
of production. But concentration of industry has not* neces¬ 
sarily involved the concentration of ownership. The number 
of sniall businessmen is of course decreasing.' But the orga¬ 
nization of the businesses on the joint-stock principle has 
enabled a large number of people to have shares in the 
owncrsfiip of giant businesses. Nor has the development of 
capitalism led to the pauperisation of the labouring classes. 
The existing inequalities of income arc of course glaring. 
But these ha\e not grown greater since the days of Marx. 

Types of socialism : The natural trend of discussion 
about the materialistic ^n'^erpretation of history is that 
socialism will inevitably Come after capitalism. But by the 
end of the Ji9th century many soci 3 lists became conscious 
that* the tendencies! pointed out by Marx were not worthing 
put as predicted. In the meantime everywhere the sociali!#ts. 
were gainfng ground as, a political party. Hence arose a 
division between socialists,—between those„ who were 
regarded as evolutionary socialists and those who*were called 
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revolutionary socialists. The former adhered to a programifte 
of a gradual reconstruction of society after a peaceful capture 
of political power and votes in a democracy. The Fabian 
Socialists of England fall in this class. The second-group 
wanted.a violent overthrow of capitalism, and thci establish¬ 
ment of worker’s control by force. 

In the meantime socialist thought was also falling into 
different groups. Apart from collectivism which would have 

state ownership of the means of p'iroduction, 

' there developed a new revolutionary move¬ 

ment which had its origin in France. It came to be'icnown 
as Syndicalism, and derived elements from socialism and 
trade-unionism. Instead of all industry being controlled by 
the state, each industry would be controlled and managed 
by syndicates or trade unions. Thus the ownership of 
industries would rest in local syndicates in the case of local 
industries, and in national syndicates in the case of national 
industries. Thus the state would be a loose decentralised 
federation of more or less independent units. And unlike 
other socialists, syndicalism placed its reliance upon sporadic 
strikes, sabotage and the general strike to bring about a 
collapse of the present system. 

Ahother school of thought developed in England. It 
aimed to retain the present state which would own all the 

means of production. But the industries 
Guild socialism. 5 ^ managed, not by the state as ilt 

collectivism, but by industrial guilds, consisting of all 
workers, technicians and managers. Thus the railways were 
to be managed by railway guilds. This school is known as 
guild socialism? and was thus a compromise between syndica¬ 
lism and collectivism. ^ 

The third group called themselves communists, to dis¬ 
tinguish themselves from the evolutionary socialists. Com¬ 
munists believed that socialism could be 
* introduced at once, and by force. Unlike 
the Socialists, they do not believe in political democracy'and 
in universal suffrage, or in the rule of majorities,—^though of 
late Russia has introduced these in 1936. The communists 
want to establish a “dictatorship cf the proletariat” through 
violent revolutions. The method of distribution of "incomes 


Communism. 
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is" a4so different to some extent from thaf in other kinds of 
socialism. The main formula is that "from each according 
to his ability, and to each according to his need.” 

Sc^^iet Ru88i»*: It is necessary at this stage to describe 
the communistic system introduced in Russia. On coming 

to power in 1917, the communists proceeded, 
ni^***^" commu- imniediately to nationalise the land. But 

the peasants were granted "possession" over 
their holdings, subject#to the condition that ihe surplus pro¬ 
duce was to be given to the state. By 1919, all the mines, 
factories, banks, transport and foreign trade were completely 
nationalised. But this was soon followed by certain diffi¬ 
culties. The land policy discouraged production on the one 
hand and resulted in secret dealings on the other. The 
government was unable to secure much machinery and rail¬ 
road equipment from foreign countries. It also failed to 
secure the co-operation of the former managers and technical 
experts of the factories. The breakdown of the productive 
system was so great that for the time being the Russian 
government was forced to retrace its steps to some extent. 
The N. E. P. (New Economic Policy) was adopted. The 
peasants were granted the right to dispose of their surplus 
products. There was also a partial return to private enter-■ 
prise in small-scale manufacturing and in domestic trade.' 
^‘Concessions” were granted to foreign concerns and even to 
"mixed" concerns in certain special.spheres (as in the case 
of Lena gold fields). This policy remained in force till 
1928, from which year a big change in policy ensued, "f’hcre 
began an era of econorftic planning, and large-scale industrial 
and agricultural development. A five-year plan was adopted, 
•and special attention was devoted to the development of the 
heavy industries, coal, electrical energy, machinery and 
tractors. A new agricultpi-al policy in the shape of collecti¬ 
visation of farms was alsd introduced in 1929. Land and the 
animals werg placed under the control of bi^'collective farms, 
which were supplied with tractors and other ^agricuUural 
machines. Many peasants *rcsisted the introduction of this 
policy, but it was carried out ruthlessly, causing a good deal 
of suffering. A second Sve-year plan was adopted in 19.3.3, 
and it paid "'more attention to the development of light, 
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manufacturing industries and production of consumer’s, 
goodsr In this way, the initial shortage of goods was made 
good. 6y 1935, the system of rationing was abolished. 


^ ^ 9 

It should be noted that in Russia the principle of 
equality of incomes has not been adopted in fixing wage- 

rates. Payment is made according to the 

Inequality of in- social value (i.e., scarcity) of a particular 
comes. r , r 1- f , - 

group of labour, or according to the techni¬ 
cal skill required in any job. White the 'average workers, 
are paid modest salaries to maintain a national minimum 
standard.’, the outstanding men and women are pai(f much 
higher salaries. The extent of inequality of incomes pre¬ 
valent in the U.S.S.R. is often as great as that in a capitalist 
country. It has been urged by many that this is against 
the strict communistic principle. But this is not correct. 
Marx pointed out that differences of wages, proportional to 
differences in the quantity and quality of work, would exist 
in the first stages of socialism. When production will 
increase so much as to provide sufficiency for all and when 
classes have been abolished long enough for people to be 
changed, the communist principle of “to each according to 
his needs” will be introduced. But in spite of the existence 
of such inequality of incomes, the system is claimed to be 
superior to the pre.sent one as there arc no property or un¬ 
earned incomes, and nobody gets any income unless he works^ 


Value in a tocialistic state : A few years back a group 
of economists raised the problem of valuation in a socialistic 
economy. Arc the general conclusions regarding value and 
distribution, deduced by the economists, applicable to the 
case of a socialistic economy? Under a competitive system, 
the producers will be guicied by the prices prevailing in the 
markets for goods and factors. Each will produce upto the 
point at which his marginal costs are equal to the. price. The 
different factors will also, be distributed among the industries 
in such a way that their marginal net products are equal to 
thu average rates of remuneration. And provided there are 
no divergences between the marginal private net. product 
and the marginal social net product, this would secure the 
maximum satisfaction from the available resources. But 
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uifdsr socialism, as Prof. Mises‘ pointed oilt, there is no free 
market in the factors of production as these will be owned 
or employed by the state. In the absence of free markets 
for factors of prodftction, their prices cannot be determined. 
Without such free pricing, there can be no rational calcula¬ 
tion of costs and prices. Hence it would be impossible for 
a socialist state'to maximise production. 

This challenge was later taken up by Dr. H. D. 
Dickinson,* Lange and/ Taylor and other writers. The 
capitalist system does not always maximise satisfaction or 
outpuf.* The writings of Marshall and Pigou have long 
pointed out the existence of many divergences between the 
marginal social net product and the marginal private net 
product. / Moreover, market prices are not always fair guides 
to production. Prices which prevail under the competitive 
system are based upon the demands of consumers at the 
existing level of incomes. Hence they tend to distort the 
productive system heavily in the direction of satisfying the 
frivolous wants of Ihe richer classes to the exclusion of the 
more pressing needs of the poor. There is also a good deal 
of waste'and inefficiency under capitalism. As early as 1908, 
Barone, an Italian economist, expressed the opinion that in 
principle the accounting prices of a socialistic economy were 
economically as significant as the market prices of a capitalist 
economy. By means of a series of simultaneous equations, 
he proved that a socialistic economy could make a rational 
allocation of resources in substantially the same way as capi¬ 
talism. Similar conclusions have been reached by Dickinson, 
Oscar I^ange, Durbin and others. “Pricing is independent 
of any particular organization. Mises has confused the 
essence of tl^e pricing process with the particular form under 
v'hich it is manifested in the capitalist economy.” The 
absence of a free market in a socialistic economy does not 
introduce any,fundamental difficulty. Prices may be assumed 
for accounting purposes for the allocation ot 'resources. A 
provisional valuation iii terms of money may be, imputed 
to each factor. For example, the Central Planning Authority 
may start with prices already given in the market much in 
the same way as capitalists* do. That Authority may then 
‘ Socialism by- Ludwlng Von Mises. 

40 
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proceed, by che itse of statistically determined demand and 
suppjiy schedules and on the basis of trial and error, arrive 
at the correct accounting prices. If it happens that the 
quantity demanded of a commodity is 'pot equal. to that 
supplied, the price and output of that article have to be 
changed. There will be a new set of prices, and alterations 
in the quantities produced. By this process of trial and 
error, a point of equilibrium will be reached when the 
quantity demanded will be equal to that suppKed. This 
is exactly the way in which prices are actually determined 
in a competitive economy. 


Merits : Not only is rational allocation possible in a 
socialistic economy, it is also superior to the competitive 

system on a number of points. First, as the 
list^system^ ^ Central Planning Authority has a greater 

knowledge about the supply and demand 
positions than a number of isolated entrepreneurs, it can 
reach correct equilibrium prices more quickly than the latter. 
Secondly, a socialistic system, by providing for a better dis¬ 
tribution of incomes, will tend to secure a greater satisfaction 
of wants than is possible under the present order. If will not 
follow the whims of the rich few, but will devote the 

I 

resources to satisfy the more urgent needs of the ihajority of 
the people. It will thus derive a larger amount of satisfac¬ 
tion from a given output. Lastly, under capitalism^ the 
system of production is anarchic, and periodic crisis is bound 
to pccur. But by taking a long-range view-point, the socia¬ 
listic economy can control the fluctuations of the trade cycles 
much better than the present ordfcr. It will also iend to 

reduce those risks and uncertainties which exist in the 

« 

present society owing tajinbridled competition It would 
avoid the wastes of the competitive system. 

Against'these advantages a socialist system must be 
set certain inherent difficultiejs. ^ Prof. Pigou, after accepting 
" ’ the contention that in principle the opti- 
Di^uities, of So- munn allocation of "resfources can be‘made 
in a socialistic ecoijolny on the basis of what 
he calls “accounting cost,”, pointed out that in • practice it 
would mean great difficulties. The solution of this problem 
would require the genius of a group of supermen. ‘Secondly, 
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will the socialistic s^tem be able to maintain its productive 
organization to the highest pitch of efficiency? In a’com¬ 
petitive system, the fear of loss or the hope of pecuniary gain 
serves to keep the entrepreneurs alert and efficient. But in a 
socialistic economy the manager of a production unit will 
get a fixed remuneration. Any loss incurred in his factory 
will be borne tjy the community. Hence he need not be very < 
careful in the management of his factory. This may prove 
to be a squrce of weakness in a socialistic system. But it 
should be recognised "that Soviet Russia had apparently 
solved, this difficulty by introducing such incentives as the 
spirit of emulation, the desire for public honour and the 
dread of public censure, etc. 

Another difficulty will be the determination of the 
correct rate of capital accumulation. The decision of the 
Central Planning Authority is bound to be arbitrary, and 
the economy may suffer from a wrong rate of capital accu¬ 
mulation in the long run. It is, however, true that a rate of 
interest as determined under a capitalist economy on the 
basis of the consumers’ preferences for liquidity may not 
always prove superior, from the strict economic standpoint, 
to one determined by the Planning Authority. A fourth 
difficulty .will be the selection of the best men for the yarious 
posts. The capitalist system is of course not the ideal for 
this purpose. But it at least provide^ a rough and ready way 
of throwing out the fittest men. This is no doubt imperfect. 
But the socialists have not proposed a better method of 
adjustiog capacity to task, and of detecting the natural leaders 
of men. I^astly, the real danger lies in the bureaucratic 
management of the economic life under socialism. 

But to point out the difficulties of a socialist economy 
is not to firgue that socialism> ifisrUisnpossible.” The real 
alternative is not between the ideal capitalism and blind 
socialism. The .present .system has failed to achieve in 
practice what its apologists »consider it to^ be potentially 
capable of achieving. . Hence the orily valid comparison is 
between an imperfectly Competitive efionomy which has* *p 
be propped up by interventionist measures and a socialistic 
system wifh all its attendant difficulties. And the comparison 
is not always ip favour of the former. 
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